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Coming — Sometimes it is awfully easy to 
describe how a certain computation is 
made, but understanding is increased tre- 
mendously by the use of charts which out- 
line step-by-step procedures. Raymond E. 
Graichen uses more charts than text to 
explain how the net operating loss deduc- 
tion is applied io corporations. 


When the board of directors decides to 
expand in foreign countries, what then be- 
comes the role of the tax manager of the 
company? This interesting question is an- 
swered by Richard C. Munsche, by explain- 
ing that there is a need for an international 


business concept in the Internal Revenue 
Code. 


Where property is exchanged for an 
annuity, even the judiciary has two theo- 
ries. One is called the capital expenditure 
theory and the other is known as the annuity 
venture theory. All this is carefully explained 
in Geoffrey E. R. Davey’s article on income 
tax consequences for the transferee of 


property exchanged for a promise to pay 
an annuity. 
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Administrative... 


FEDERAL 
TAXES 


| KF YOUR FIRM buys autos which are used 
by ofheers for both business and pleasure, you may run into this 
snag: Allowance for depreciation to the firm may not be per 
mitted and a portion of the cost of the automobile may be called 
a “dividend” to the officers using the cars for pleasure. The Tax 
Court will probably prorate depreciation on a business-pleasure 
basis, allowing a deduction to the corporation on the business 
part and disallowing a deduction for the time the officers used the 
cars for personal pursuits. The “dividend” or “additional com 
pensation” angle was tried by the Commissioner in Joseph Mor 
genstern, CCH Dec. 20,949(M), 14 TCM 282 


\W HERE a corporation has money to lend 
and invest in ventures other than its principal business, it is an 
indication that the funds were not needed in conducting its prin 
cipal business and, therefore, they were accumulated beyond its 
reasonable needs. This situation in Aerr-Cochran, /nc., CCH 
Dec. 20,954(M), 14 TCM 304, made the corporation liable for 


section 102 penalties 


ry. 

| HE TAXPAYER purchased a farm when 
he was 62 years of age and at a time when his health was so poor 
that he could not find proper employment. Each year he lost 
money in operating the farm. The Tax Court refused to concede 
that he was operating the farm for profit, being swayed by the 
fact that his wife had sufficient income from a trust for both 
of them.—-Jack R. Mavis, CCH Dec. 20,971(M), 14 TCM 332. 


W HEN a partnership was incorporated, the 
partners’ drawing accounts were set up on the books of the cor 
poration. The partners intended a Section 112(b)(5) tax-free 


exchange. The drawing accounts, however, were not “securities.” 
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Interpretations 


Hence, Section 112(c)(1) applied, so that the partners had recog- 
nizable gain in the amount of their drawing accounts.—J/ohn W 
Harrison, CCH Dec. 20,963, 24 TC —, No. 7. 


W HERE a net operating loss was carried 
forward when it first should have been carried back two years, 
the prior years cannot be opened to permit a correction. By the 
time this case came before the Tax Court, the statute of limita 
tions had run as to the first prior year.—Stanley Grayson, CCH 
Dec. 20,958(M), 14 TCM 318. 


A TAXPAYER owned stock in a bankrupt 
company, but he waited until the court ordered final distribution 
of the assets before claiming a worthless stock deduction, The 
result was that the deduction was lost because the Tax Court 
held that the company was out of business—the stock was worth 
less—before the date of final distribution.—Joseph C. Boyer, 
CCH Dec. 20,979(M), 14 TCM 350. 


A S A PART of an employment arrangement, 
a taxpayer was given the option to buy his employer’s stock, 
which the employer agreed to call at stated periods and at a 
stated price. The redemption of the stock was not a capital gain 
transaction, but resulted in ordinary income. The stock was sold 
to the taxpayer at five cents a share. It was redeemed at $100 
per share. No other shares of this class were issued to anyone 
else. No dividends were paid. The shares were kept in escrow 
until called. “It is all too plain that such stock was tailored for a 
special purpose, namely, to provide a vehicle for paying addi 
tional compensation.”—Estate of Merlin H. Aylesworth, CCH 
Dec. 20,985, 24 TC —, No. 18. 


A FTER SERVING in the Navy, an attorney 
attempted to rebuild his practice and embarked upon a program 
of entertaining from two to four couples in his home every 
Tuesday night with an understanding that no person would be 


invited more often than once in six months. The attorney was 
allowed about half of his claimed deductions. 


“We think it is clear that, to the extent the expenditures 
were made for the purpose of maintaining and increasing his 
practice, and were reasonably calculated to accomplish that end, 
he is entitled to a deduction for ordinary and necessary expendi 


tures. Such practices are hardly novel or unusual, particularly 
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in those professions in which soliciting or advertising are forbid- 
den by ethical concepts... . It is clearly unrealistic to require 
that each particular expenditure be somehow attributed to a par- 
ticular item of future business or to the establishment of a par- 
ticular future business relationship. Some expenditures no doubt 
bore a much closer relationship to business than others.” 
Robert R. Williams, Jr... CCH Dec. 20,991(M), 14 TCM 373. 


An INVENTOR assigned a contract to pay 
royalties to his wife and paid a gift tax. Thereafter, the royalties 
were paid directly to the wife. While the Commissioner con- 
tended that this assignment amounted to nothing more than a 
direction to pay the royalties to the wife, the court rejected this 
because the husband had never been in the employ of the payor 
of the royalties and because the payments were not for personal 
services performed by the husband. The court held that the 
assignment was an absolute conveyance of property rights. 


Franklin A. Reece, CCH Dec. 21,004, 24 TC —, No. 25 


AN accrual-basis corporation, pursuant to 
employment contracts, agrees to pay the salaries of its executives 
to named beneficiaries for a period of five years if the executive 
dies before retirement age. A vice president dies before retire- 
ment age and the corporation becomes unconditionally liable to 
make the payments to his widow. The payments must be made 
in any event regardless of the widow’s death, remarriage or any 
other contingency. The corporation accrues the entire amount 
in the year of the officer’s death and claims a deduction. 

Will the Internal Revenue Service permit the deduction? 

No. The corporation can deduct the payments only as they 
are made, regardless of the fact that it is on the accrual basis. 
Since the payments are made under a plan deferring the receipt 
of compensation, deduction is permissible only under Section 
404 (see Section 404(a)), not under Section 162, And, in accord- 
ance with paragraph (5) of Section 404(a), deferred compensa 
tion is deductible only when paid.—Rev. Rul. 55-212 


lr YOU BUY Series E bonds with your own 
funds in your name and your wife’s as co-owners, and some 


years later you give her your interest, this is the way you will 
be taxed: (1) The redemption value at the time the bond is 
reissued in the donee’s name is the value for gift tax, and the 
interest that has accrued at the date of the gift is taxable income 
to you in the year in which you made the gift.—Rev. Rul. 55-278. 
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The Treasury 


Our cover.—Featured on our cover is David 
Walbridge Kendall of Jackson, Michigan, 
the recently appointed General Counsel of 
the Treasury Mr 


as General 


Kendall was nominated 
Counsel of the Treasury by 
the President on January 10, and his nomi 
nation was confirmed by the Senate on Janu- 
ary 24 He succeeds d Elbe rt p, Tuttle, who 
is now a judge of the United States Circuit 
Court of Appeals, Fifth Circuit. 


As General Counsel of the 
Kendall is the 


Treasury 


Treasury, M1 
ofhcer of the 
Department, and supervises and 
co-ordinates the work of the 
legal divisions. He is responsible 

the Secretary of the Treasury and per 


chief legal 
Department's 
directly 


forms such additional duties as are assigned 
by the Secretary He also directs the legal 
various bureaus of the 


including 


functions of the 
Treasury Department, 
the Internal 


Counsel of the 


those of 
The Chief 
Revenue Service is 


Revenue Service. 
Internal 


also his assistant general counsel. 


Prior to his appointment, Mr. Kendall 
was a member of the law firm of McKone, 
Jadgley, Kendall Domke in Jackson, 
Michigan 


and 


The Congress 


Hearings, corrections and tax reduction. 

~The Senate Finance Committee has been 
holding hearings on the vigorously opposed 
repeal of 452 and 462. At 
writing, it looks very much like the 
will be repealed 


sections this 


sections 


During the month, the Treasury Depart- 
ment admitted that there are some 70 errors 
in the 1954 Code which 
ing, but not 


first be 


will need correct 


right away. ( will 


tried through the issuance of regu- 


orrection 


Washington Tax Talk 


David W. Kendall, 


General Counsel of the Treasury... 


Commissioner's Annual Report 


Washington Tax Talk 


ations and rulings. Secretary 


Humphrey 
Cooper of the 
Ways and Means Committee as follows 


has written to Chairman 


“In the classification of errors which are 
listed as clarifying, it is my understanding 
that the Department feels that 
under its present authority it will be able 
to handle the provisions involved through 


Treasury 


regulations or rulings. There are some in 
terpretations which the Congressional] staffs 
inform me are difficult to reconcile with the 
intent of Congress. I hope that these inter 
pretations will be reconsidered by the Treas- 
ury and that the Congressional intent will 
be properly reflected in the final regulations. 


“The Congressional staffs also advise me 
that while the Treasury list of errors dis- 
closes some loopholes, these loopholes are 
of such a nature that no immediate loss of 
revenue is involved, that they will not arise 
for some time, and that they can be closed 
by legislative enactment next year if Treas- 
ury rulings and regulations cannot eliminate 
them. 


“It is also my understanding after con 
ferences with the Congressional staffs that 
the list of errors submitted by the Treas 
ury is far from complete and that it does 
not include important subjects such as Sub 
chapter C, relating to corporate distributions 
and adjustments, Subchapter D, relating to 
deferred compensation, Subchapter K, re- 
lating to partnerships, Subtitle B, relating 
to estates and trusts, and many other sec- 
tions of the 1954 Code. It is apparent that 
additional errors and imperfections will be 
discovered as other sections are analyzed 


“On the basis of the information I have 
received, it is my opinion that it is not nec- 
essary for the Committee to consider these 
lists now or in the immediate future. I, 
therefore, feel that the Committee should 
await action on these lists until after your 
review has been completed and thus con 
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sider all corrections of this nature at one 
time, rather than to consider them on a 
If your study should un 
cover loopholes of a serious nature which 


pieceme al basis 


cannot be cured by Treasury rulings or 
regulations, I trust that you will advise me 
promptly when discovered, so that the 
Committee can take immediate action to 
protect the revenues or to prevent taxpay 
ers from being unfairly treated.” 


[ax reduction is also likely to be placed 
on the Congressional agenda for next year 
The Committee for Economic Development 
has issued a report urging that there be 
present planning for next year’s tax reduc- 
tion, and that these reductions take place in 
the individual and corporate income taxes 
and in excise taxes. “If there are no major 
changes in government expenditures and 
government revenues, then the corporate 
income and the excise tax rates should not 
be continued at present levels beyond April 1, 
1956,” says the CED 


The Commissioner 


Facts from the Commissioner’s 1954 an- 
nual report.—lIn the fiscal year which ended 
June 30, 1954, more taxes were collected by 
the federal government than ever before- 
$69 919,991 000 


High wages were responsible for $626 
million more income taxes withheld by em 
ployers than during the previous year, in 
spite of lower withholding rates since Jan 
uary, 1954. The total individual income 
taxes withheld: $22,076,329,000. 


Corporation income and profits taxes col 


lected ($21,546,322,000) were slightly below 
1953 collections 


In addition to 58,673,000 individual returns 
filed, there were 6,162,000 declarations of 
estimated tax; 417,000 partnership returns; 
and 745,000 corporation returns. Also filed 
were 17,092,000 employment tax returns; 
39,000 estate tax returns; 48,000 gift tax re 
turns; 3,197,000 excise tax returns; and 
1,303,000 special tax returns The grand 
total: 88,887,000 


The Internal Revenue Service verified 
48,224,000 individual returns and made changes 
in 1,270,000, for a tax increase of $77,207,000 
Mistakes were caught, too, which decreased 
the amount of tax by $18,542,000. 


Rulings.—T wo recent rulings on widely sep 
arated subjects are important enough to be 
called to your attention here One deals 
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with the period for which records must be 
kept, and the other deals with clarification 
of the medical expens¢ deduction-section 


Medical expense deduction —In the Internal 
Revenue Service’s ruling attempting to clarify 
the medical expense deduction, a number 
of clarifications are based upon some “hard 
cases” that have been tried since the medical 
deduction was first enacted into law 


The following is a list of items held de 
ductible under Section 23(x) of the 1939 
Code. They will likewise be deductible 
under Section 213 of the 1954 Code 


(1) cost of a trip to Florida solely for 
the benefit of a postoperative throat and 
lung condition; 


(2) cost of special education or train 
ing of a deaf child, such as speech and 
lipreading lessons; 


(3) cost of regular psychiatric therapy 
at a specially equipped treatment school 
for the primary purpose of alleviating a 
mental illness; 


(4) personal counseling program for rem- 
edial reading under which the patient is 
handled by a psychologist and is receiving 
individual instruction together with psy- 
chotherapy, primarily for the purpose of 
preventing or alleviating a physical or men 
tal defect or illness; 


(5) such part of a single annual pre 
mium paid on an insurance policy, cover- 
ing both accidental injury and medical 
expense resulting therefrom, as is attribut 
able to the medical benefits of such policy; 


(6) transportation expense to a doctor’s 
office; 

(7) fees paid to health institutes where 
exercise, rubdowns or similar treatments 
are prescribed by a physician for the alle 
viation of a physical or mental defect or 
illness; 


($8) cost of an air conditioning device 
(less any resale or salvage value) and oper 
ating expenses where the device is used 
primarily for the alleviation of a person’s 
illness, and where it may be removed to 
other quarters (that is, it does not become 


a permanent part of the dwelling) 


(9) oxygen equipment and oxygen for 
alleviation of difficulty in breathing due 
to a heart condition; 


(10) expense of operating an iron lung 
and associated equipment and expenses 
of nursing care during confinement in 
the special hospital room at the patient’s 
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home (cost of construction of the special 


accommodate the 
the associated 


room to iron lung and 
nondeductible 


expenditures for permanent improvements) ; 


equipment are 


(11) special mattress and plywood boards 
for the relief of an arthritic condition: 
(12) cost of special food and beverages 
prescribed for specific ailments, provided 
they are prescribed by a physician for me- 
dicinal purposes and in addition to, not as a 


substitute for, the normal diet of the patient 


Che following 
deductible 
Code 


held not 
1939 

also not deducti 
1954 Code 


items have been 


under Section 23(x) of the 


and presumably are 


ble under Section 213 of the 


(1) transportation expense (taxicab fares) 


of a physically disabled person to and from 
his place of employment; 


(2) cost of a small three-wheel motor 


vehicle commercially known as an “auto- 


ette” used by a totally disabled taxpayer 


for the purpose of transportation; 


(3) maternity clothing, antiseptic diaper 


service, wigs and toothpaste 


Records How keep these 
records? This is a question to which every 
businessman a positive answer. The 
high price of space makes storage a big and 
costly problem, but the good administration 
of laws requires that some records be kept 
for a period of years. 


long must we 


seeks 


Recently, regulations 
were issued which deal with certain rec 
and which State, where possible, the length 
of time that retained. The 
question-answer treatment ot these regula 


ords 


they must be 


follows: 


How long should contractors engaged in 
construction oO! aircralt tot 
and 
sufficient to 


tions 


the army 
original 
enable all 


keep 


books, records 


evidences of 


costs 


contracting 





The Tax Court 


Top row: Fisher, Bruce, Rice, Withey and Pierce. 





Harris & Ewing 


Middle row: Tietiens, LeMire, Harron, Opper, Johnson and Raum. 
Front row: Murdock, Arundell, Kern, Van Fossan and Turner. 


Washington Tax Talk 
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parties to make a true report of their true 
profits and excess profits? Answer: Keep 
them as long as the contents thereof may 
become material in the administration of 
the Excess Profits on Army Aircraft Act. 


How long should persons making con- 
tracts with the Secretary of the Navy keep 
books, records and original evidences of 
costs sufficient to enable contracting parties 
to make a true report of their true profits 
and excess profits? Answer: Keep them 
as long as the contents thereof may become 
material in the administration of the Excess 
Profits on Navy Contracts Act. 


How long should persons whose income 
is derived from the production, purchase 
or sale of merchandise keep inventories? 
Answer: There is no specified period for 
retention of these records. 


How long should taxpayers keep records 
of factors entering into the computation of 
depreciable property? Answer: There is 
no specified period for retention of these 
records. 


How long should taxpayers claiming and 
making deductions for depletion and de- 
preciation of mineral property keep ac- 
counts of the cost of the mineral deposit 
and of the plant and equipment? Answer: 
There is no specified period for retention 
of these records. 


How long should taxpayers claiming, or 
expecting to claim, a deduction for deple- 
tion or depreciation of timber property keep 
ledger accounts of the cost or other basis 
of the property and of the plant’s improve- 
ments and equipment, together with subse- 
quent allowable capital additions to each 
account and all of the other adjustments 
provided for? Answer: There is no speci- 
fied period for retention of these records. 


How long should employers claiming 
deductions from gross income keep records 
substantiating all data and information with 
respect to the claim? Answer: These rec- 
ords must be kept available at all times 


for inspection. 


How long should taxpayers receiving 
exempt income or holding property or 
engaging in activities producing exempt in- 
come keep records showing the amount 
of each class of exempt income and the 
amount of items or parts of items allocated 
to each class, and supporting documents? 
Answer: There is no specified period for 
retention of these records. 


How long should corporations claiming 
allowance for dividends keep records neces- 


408 


June, 1955 @ 


sary to establish that dividends with respect 
to which allowance on income tax payments 
is claimed were actually paid during the 
taxable year, and to support the information 
required to be filed with the income tax 
return of the corporation? Answer: Keep 
them permanently. 


How long should taxpayers keep such 
accounting records as will enable them to 
make a return of their true income? Answer: 
There is no specified period for retention 
of these records. 


How long should organizations exempt 
from tax but required to file an annual 
return keep permanent books of accounts, 
or records, including inventories, as are 
sufficient to establish the amount of the 
gross income, and deductions, credits and 
other matters required to be shown in any 
return under Chapter I of the Internal Rev- 
enue Code of 1939? Answer: Keep these 
records as long as the contents thereof 
may become material in the administration 
of any internal revenue law. 





























How long should a taxpayer who partici- 
pates in a tax-free exchange keep records 
showing the cost or other basis in the tax- 
payer's hands of the transferred property, 
and of the amount of stocks or securities 
and other property or money received, in 
order to facilitate the determination of gain 
or loss from a subsequent disposition of 
such stock or securities and other property 
received in the exchange? Keep 
these records permanently. 


Answer: 


How long should corporations receiving 
distributions in complete liquidation keep 
information on such distributions—a com- 
plete statement of all facts pertinent to the 
nonrecognition of gain or loss, including 
adoption of plans of liquidation? Answer: 
Keep these records permanently. 


How long should qualified electing share- 
holders receiving distributions in complete 
liquidation of a domestic corporation keep 
records in substantial form including facts 
pertinent to the recognition and treatment 
of gain upon shares of stock owned at time 
of adoption of plan of liquidation? Answer: 
Keep these records permanently. 


How long should taxpayers who partici- 
pate in a tax-free exchange in connection 
with corporate reorganization keep records 
in substantial form ‘showing cost or other 
basis of the transferred property and the 
amount of stock or securities and other 
property or money received (including any 
liabilities assumed upon the exchange), in 


(Continued on page 473) 
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By WALTER C. FRANK, CPA, F. W. Lafrentz & Co., Oakland, California 


YAN A MAN SELL securities at a loss to 

A his uncle and claim the capital loss, pro- 
vided the sale was made at fair market value? 

Mrs. Kindheart necessary ex- 
penses for her cousin who is in a sanitorium 
Although she knew his father well, she 
never met the cousin. Can she take a de 
pendency deduction for him? 


pays all 


Should a man whose teen-age daughter 
helps him in his store give her a big Christ- 
mas present rather than pay her reasonable 
wages and incur payroll tax expense? 


That lean, goateed elderly gentleman with 
the top hat and the striped pants, who is 
nobody’s relative and Uncle 
Sam, has provided, through his legislative 
minions, for the tax results of these and 
similar situations involving the members of 
a family. Yet in the many sections of the 
Internal Revenue Code dealing with family 
problems, the question of who is a relative 
—who is part of a family—is answered in 
so many different ways that the solutions 
to the problems posed above may sometimes 
require considerable thought and research. 


everybody’s 


Using a variety of terms, ranging from 
“ancestors,” “parents” and “spouse” to “is- 
sue,” “lineal descendant” and “grandchild,” 
and adding qualifying adjectives such as 
“minor,” “surviving,” “legally adopted,” and 
other terms of special definition, Congress 
has attempted to determine family relation- 
ships for a number of purposes connected 
with taxation. From section to section, the 





1 Code Sec 
2 Code Sec. 
* Code Sec. 


152(a)(8). 
544(a)(2). 
421(d)(1)(C) (i) 


Know Thy Kin 


The Family Expands or 
Contracts from Section to 


Section of the Code 


family expands or contracts; a brother-in- 
law may be a dependent,’ but is not con- 
sidered part of the family when constructive 
ownership in a personal holding company is 
the issue,’ and while a taxpayer's family may 
include a grandparent in the considerations 
of indirect ownership of stock connected 
with restricted stock options,® that grand 
parent is ignored in certain computations of 
gain or loss in corporate liquidation.‘ 

That relatively new creature, the “head of 
household,” needs at least one of the fol- 
lowing as a member of his household: son, 
stepson, daughter, stepdaughter, or a de- 
scendant of a son or daughter—descendants 
of a stepchild are apparently not included in 
that group. If such relatives happen to be 
married at the close of the taxable year, 
they will qualify only if the head of house- 
hold is entitled to a deduction for them 
under Section 151. Also, any other of 
the relatives specifically named in Section 
152(a)(1) through (8), and for whom he is 
entitled to an exemption deduction, may be 
included for the purpose of establishing a 
head of household status, if he is a member 
of taxpayer’s household for th 





e taxable year.* 





* Code Sec. 318(a) (1). ; re 
® Code Sec. 1(b)(2)(A) (1) 
* Code Sec, 1(b) (2) (A) (il) 
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Extent of Family Relationships Under Selected Sections of 








the 1954 Code 
‘ . ie 
— pe eo. § E s, 
S = ~ se : a 
234 es Y ase ay BE 
 ©@ =e eo ~e oe = & 7) 
T%4 5 “> & y 
PS gES sake 3 & 3% 
ofS osm Cn eA oY oe 
vam AAU D) 3 Pa fal wna nn 
Spouse 7. 
Husband 
Wife 
Widower 
Issue 
Lineal descendant 
Child x ‘ 
Minor child 
Son, daughter * x / ya 
Stepson, stepdaughter x ¥ /. A 
Descendant of son, daughter x / 
Grandchild 
Minor grandchild 
Ancestor x 
Parent 
Father, mother 4 
Stepfather, stepmother x 
Brother, sister * 
Stepbrother, stepsister x 
Son-in-law, daughter-in-law 
Father-in-law, mother-in-law x 
Brother-in-law, sister-in-law { 
Descendant of brother or sister of father or 
mother (cousin) 
Son or daughter of brother or sister (nephew, 
niece) . ” 
trother or sister of father or mother (uncle, 
aunt) x“ 
Two other relatives, the father and the spouse.” The kin required to be members 


mother of the taxpayer, can gain him that 
status if he maintains a household which 
constitutes, for the taxable year, the prin- 
cipal abode of the parent or parents, and 
if he is entitled to a Section 151 deduction 
for them.’ A legally adopted child is con- 
sidered a child by blood in determining the 
required relationships for the purposes of 
the “head of household” provisions." 


The 1954 Code extended the income-split- 
ting benefits of the husband-wife tax rela- 
tionship to the newly defined “surviving 


of the surviving spouse’s household are a 
son, stepson, daughter or stepdaughter, if 
they are the surviving spouse’s dependents 
and qualify for a deduction under Section 
151 Here, again, legal adoption is con- 
sidered the equivalent of blood relationship.’ 

For whom is John Dough, taxpayer, en- 
titled to a personal-exemption deduction? 
Apart from himself and his spouse, certain 
dependents may be included here if he has 
contributed more than half their support 
and if their gross income is less than $600.” 





' Code Sec. 1(b)(2)(B) 
* Code Sec. 1(b)(3) (A) 
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in that section, and nonrelatives, may be 


* Code Sec. 2(b)(1)(B) 
” Code Sec. 151(e)(1)(A) 
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There is, however, an exception to the gross- 
test: A taxpayer’s child who has 
attained the 19 at the 
the calendar year in which taxpayer’s tax 


income 


not age of close of 
able vear begins may earn more than $600 
without loss of the dependency deduction. 


No gross-income test will apply to a child 
19 years old or older if that child is a stu- 
dent." A child is defined as the tax- 


payer’s son, stepson, daughter or stepdaughter, 


whether by blood or by legal adoption 


are the possibly dependent relatives 


Section 152 


hese 


listed in son or daughter, o1 
151(e)(1)(B) 


151(e)(3) 


' Code Sec 
2 Code Sec 
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descendant of cither; stepson or stepdaugh 
ter: brother, sister, stepbrother or stepsister; 
father or mother, or ancestor of either; 
stepfather or stepmother; son or daughter 
of brother or 


sister; brother or sister of 


father or mother; son-in-law, daughter-in 
law, father-in-law, mother-in-law, brother- 
in-law or sister-in-law; descendant of brother 


or sister of father o1 
’ia 


mother, commonly 
All these specified 
relatives except the cousin may be depend 


known as “cousin.’ 


ents even though they live away from tax 
payer's home 


Any other relatives not named 


"% Code Sec. 152(a) 
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under accident and health plans (dependents 


ana, , , 





in that section, and nonrelatives, may be 
considered dependents if, among other re- 
quirements, they live in taxpayer’s house- 
hold.”* The cousin can be a dependent only 
if, for the taxable year of the taxpayer, he 
receives institutional care required by reason 
of physical or mental disability, and if he 
was a member of the same household as 
taxpayer before receiving such care.” It 
should be noted that the cousin need not 
have been a member of taxpayer’s household 

that is, the household maintained by tax- 
payer—as is required of nonrelative de- 
pendents, for instance. If he was a member 
of the same household as taxpayer—who 
may or may not have been a dependent in 
that household or, possibly, may have main- 
tained it—the cousin will qualify 


Legal adoption, as previously noted, is the 
equivalent of blood relationship; a brother 
or sister includes a brother or sister by the 
half blood.” In the case of a joint return 
it is not necessary that the prescribed rela- 
tionship exist between the person claimed 
as dependent and the spouse who furnishes 
the support; relationship with respect to 
either spouse is sufficient. This relationship 
of affinity once existing will not terminate 
by divorce or death of a spouse.” An ex- 
haustive study of the “family” and Section 
152 may be found in CCH Sranparp FeperRAL 
Tax Reports (1955 Ed.), § 1259.05, 


Certain relationships must exist for the 
purposes of the “baby sitter” deduction, 
covering expenses for the care of a son, 
stepson, daughter or stepdaughter (by legal 
adoption or blood), who has not attained 
the age of 12, or any person for whom tax- 
payer is entitled to an exemption under 
Section 151(e)(1) who is physically or men 
tally incapable of caring for himself.” A 
male taxpayer may claim the deduction only 
if he is a “widower,” as further defined.” 


Transactions between related taxpayers 
have always invited the close scrutiny of 
taxing authorities, and the Code includes 
provisions for specific situations where cer- 
tain losses or deductions for certain unpaid 
expenses and interest may not be claimed 
if the transactions took place between “mem- 
bers of a family.” For these purposes, 
members of a family include only brother 


or sister (by the whole or half blood), 
spouse, ancestors and lineal descendants.” 
Stepchildren, stepparents, legally adopted 
children, uncles, aunts, nephews, nieces and 
other relatives apparently do not belong to 
the family here. Family relationships, for 
the purposes of these provisions, have been 
carefully traced, analyzed and evaluated in 
various decisions on the application of Sec- 
tion 24 of the 1939 Code.” 


The “family” includes the same relatives 
for purposes of determining indirect owner- 
ship of stock in the provisions relating to 
restricted stock options and the personal 
holding company determinations.” But the 
“family” looks somewhat different, it seems, 
when constructive ownership of stock is 
considered in certain redemptions of stock, 
dispositions of Section 306 stock, basis of 
property received in certain liquidations of 
subsidiaries, or special limitations on net 
operating loss carry-overs. Here the “family” 
includes only the spouse, children, grand 
children and parents.” Nothing is said, for 
instance, about stepchildren or grandparents 
On the other hand, legally adopted children 
are considered children by blood,* something 
that does not seem to be the case in Section 
267(c), 421(d) or 544(a) families. 


The codification of the Clifford rules in 
cludes the definition of the “related or sub 
ordinate” party, meaning any nonadverse 
party who is the grantor’s spouse, if living 
with the grantor, or the grantor’s father, 
mother, issue, brother or sister, or other 
specified nonrelative.” Legal adoption as 
the equivalent of blood relationship is not 
mentioned here, nor is anything said about 
half brothers, half sisters or stepchildren 


In the case of certain purchases of part 
nership interests by one member of a family 
from another member, the family of an 
individual shall include only his spouse, an 
cestors and lineal descendants, and any 
trusts for the primary benefit of such persons.” 
Again, there is no mention of the effect 
legal adoption might have, nor does it seem 
that. stepparents or stepchildren are con 
sidered part of the family here. 


Treatment of gain from salc or exchange 
of certain depreciable property also depends 





™ Code Sec. 152(a) (9) 

*® Code Sec, 152(a)(10). 

” Code Sec. 152(b)(1) and (2) 

" Regs. 118, Sec. 39.25-3(5) 

™ Code Sec. 214(c)(1). 

* Code Sec. 214(c)(2) 

* Code Sec. 267(¢c) (4) 

™ Commissioner v. J. Henry DeBoer, 52-1 
ustc {9218 (nonacq.); Fervel Topek, CCH Dec 


16,095, 9 TC 763: Walter Simister et ux., CCH 
Dec. 14,274, 4 TC 470 (acq.); Stern et al. wv. 
Commissioner, 54-2 usrc | 9588 

% Code Secs. 421(d)(1)(C)(i) and 544(a)(2). 

3 See footnote 4. 

% Code Sec. 318(a) (1) (B) 

* Code Sec. 672(c). 

* Code Sec. 704(e) (3). 
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on certain relationships between the parties 
and where stock ownership in a controlled 
corporation is The relatives 
mentioned are husband and wife as sellers 
and buyers, and spouse, minor children and 
minor grandchildren for the computation of 
stock ownership.” 


concerned. 


Regulations issued for 
the corresponding section of the 1939 Code 
provide, in extract, that “for the purposes 
of this rule, the terms ‘children’ and ‘grand- 
children’ include 
adopted children, 


stepchildren and legally 


” 2 

Family members as “related taxpayers” in 
the sections dealing with mitigation of the 
effect of the statute of limitations include 
merely husband and wife.” The definitions 
of “employment” for the purposes of the 
Federal Insurance Contributions Act and 
the Federal Unemployment Tax Act exclude 
service of an individual in the employ of his 
son, daughter or spouse, or service per- 
formed by a child under the age of 21 in the 
employ of his father or mother.” In a 
ruling issued by the Commissioner in 1938, 
services performed by a foster parent in the 
employ of a foster child, by a stepparent in 
the employ of his stepchild and by a child 
under the age of 21 in the employ of his or 
her foster parent or stepparent were held to 
be excepted from the term “employment.” ” 
The reasoning of the Commissioner in that 
ruling may offer some indication of the 
attitude he might take in the absence of 
Congressional intent to the contrary in the 
foster children, stepchildren 
adopted children .where a section 
dealing with family relationships omits ref 
erence to such special situations 


case of and 


legally 


Family relationships play a role and are 
variously defined in such situations as relate 
to alimony and separate-maintenance pay 
ments (minor children of the husband), 
taxability of income from the services of a 
child (parent and child), amounts received 


‘Let us hope the day never comes when our citizenry loses faith in its 
Government. The repeal of equitable tax laws because of an unanticipated 
discrepancy in estimates of revenue losses stemming from such 

legislation, which at best are approximations, and which losses regardless 

of the amounts will be recovered through additional revenue in 

subsequent years, is too big a price to pay for the possible loss of 

public good will.""—J. Henry Landman, Hearing on Repeal of Sections 452 and 
462 before the Finance Committee of the United States Senate. 


** Code Sec. 1239(a) 

% Regs. 118, Sec. 39.117(0)-1 
*% Code Sec. 1313(c) (1) 

” Code Secs. 3121 and 3306. 
“1S. S. T. 313, 1938-2 CB 335 


Know Thy Kin 


under accident and health plans (dependents 
as defined in Section 152), medical-expense 
deductions (Section 152 dependents), con- 
structive ownership for the purpose of the 
rules relating to tax certain 
partnerships and proprietorships as domestic 


elections to 


corporations (same family members as those 
listed in Section 267(c)) “ and some others 
of possibly less scope and importance. 


There are, of numerous sections 
of the Code dealing with husband-and- 
wife relations not discussed here. Particu- 
larly interesting the roles played by 
spouses in tax problems involving the non- 
resident alien spouse and the head of a 
household; ™ the spouse legally separated 
under a decree of divorce or separate main- 
tenance, in computations of 


course, 


are 


constructive 
ownership in corporate liquidations; ™ and 
the spouse of a grantor if not living with 
the grantor, apparently excluded from the 
definition of a “related or subordinate party.” ” 


These jottings do not explore in great 
detail the many conditions not mentioned 
here which must be met in order to make 
the sections cited operative, nor do they 
attempt to delve into the for the 
sometimes narrow, sometimes wide construc 
“family” by our 
lawmakers or those charged with the duty 
of amplifying the law with rules and regula- 
tions, or of interpreting the law. They are 
intended merely to point up the need for 
the accurate inventorying and classifying of 
all relatives because of the effect a mother 
in-law, or 


reasons 


tion placed on the term 


a minor grandchild, might have 
the tax affairs of a man. Careful con 
the title to property, of the 
choice between separate and joint returns, 
of gifts of property interests to relatives 
can erect or remove tax barriers between a 
taxpayer family—costly 
fails to heed his 


“Know thy kin!” 


on 
sideration of 


and his barriers 


indeed if he tax advisor’s 


[The End] 


warning 


™ Code Secs. 71, 73, 105, 213, 1361 
* Code Sec. 1(b)(3)(C). 

“ Code Sec. 318(a)(1)(A) (i). 

* Code Sec. 672(c)(1) 
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The Perplexing Split Between the Tax Court 


and the Circuit Courts Regarding the 


Taxability of Alimony Payments Is Clarified 


( TIRCUIT courts of appeals decisions in 
Avolving the taxation of alimony for a speci- 
fied period of than 
rejected a Tax 
have clouded an area which 
few problems 


less ten have 
Court and 


formerly created 


years 
series oO! cases 
The opposing viewpoints of 
the respective courts on the taxability and 
deductibility of alimony payments merit 
surveillance of the applicable 
Code includ- 
the legislative background 
and an examinat on of the judicial interpre 
tations With 


possible to clarify 


an extensive 


Internal Revenue 


provisions, 
ing a review of 


this as a foundation, it is 
split ol 


authority and establish some common bases 


this perplexing 


for the reconciliation by the courts of their 


opinions 


to the 
the 


Prior the 
ot 1942, did not tax ali- 
mony payments received by the wife nor did 
it allow the husband to take any 


on account ol 


passage ot Revenue Act 


existing law 
deduction 
alimony payments made by 
effect, the divorced wife held a 
privileged status in the receipt of this tax 
free did 


him.’ In 


alimony, and bear her share 


ot the tax 


not 
burden.’ Furthermore, the in 
Revenue Bill of 
load the 


instances he 


creased surtax rates in the 


1942 intensified 


band 50 


the tax 


upon hus- 


that in many would 


income remaining after 
tormer 


not have sufficient 


payment of his wife’s alimony to 


meet his own The 


income tax obligations.’ 


‘H. Rept 
(1942) 


? Statement 
the Secretary 


2333, T7th Cong., 2d Sess., p. 46 

of Randoloh Paul, tax 

of the Treasury, 

sion of 1942 (Hearings Before 

Ways and Means on H. R 

2d Sess., Vol. 1, p. 92 (1942)) 
See footnote 1 


advisor to 
Revenue Revi- 
Committee on 
7378, Tith Cong., 
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contention. Thev found that the word was 
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suggested amendments to the Internal Rev- 
enue Code treated such 
mony as income to the spouse actually 
receiving them and relieved the other spouse 
from the tax upon the part of the 
which includable in his gross 
In addition, 


payments of ali- 


amount 
was income, 
these amendments produced 
uniformity in the treatment of amounts paid 
in the nature of, or in 


regardless of 


lieu of, 
the 
the existence and 
continuance of an obligation to pay alimony.‘ 


The features of the proposed 
sections contained in the bill passed by the 
House of Representatives were retained by 
the Senate committee 
clarifications in the 
payments of alimony. 


alimony 
variances in laws of dif- 


ferent states concerning 


technical 


except for certain 
installment 
In the House version, 
installment payments were to be considered 


periodic payments unless the 


case ofr! 


principal sum 
of the obligation was required to be paid 


J his 


Senate, however, so 


within a period of ten years.° was 


that 


( onsidered 


revised by the 


installment payments were not 


periodic payments unless the principal sum 
was to be paid within a period ending more 


than ten years from the date of decree." 


The pertinent code provisions enacted by 
Congress the 
Act of 
22(k) 
Code." 


were embodied in 
1942 and designated as 
and 23(u) of the 


The language 


Revenue 
Sections 
Internal Revenue 


used which became 


‘House report cited at footnote 1, 
1942-2 CB 427; S. Rept. 1631, 
Sess., p. 83 (1942), 1942-2 CB 568 

* House report cited at footnote 1, at p. 
1942-2 CB 428 

* Senate report 
1942-2 CB 569 

* 1939 Code Sec 
of 1942) 


at p. 7l, 
77th Cong., 


cited at footnote 4, at p 


22(k) (Sec. 120, Revenue Act 
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This wording has been substantially re- 
enacted in the Internal Revenue Act of 
1954, Section 71(c)(1), and, in fact, enlarged 
to place separation agreements in the same 
sphere as decrees and instruments incident 
to such decrees.’ 
In 1948 the Tax Court of the United 
States set down its legal standards regard- 
ing these provisions in the often-cited J. B 
Steinel case.” The decree of divorce in this 
> case provided that the husband was to pay his 
oO nstallment = former spouse $100 per month until $9,500 
{ was paid, unless she remarried, in which 
case the payments were to cease. The court 


By RICHARD M. ORIN, CPA restr — aig = only a -—— —_ 
, me 4 “© - yrovisions oO le aecree 
Associated with the New York City  — "ee 


as stated, and one specifying payment of 
. ~ a = 
Firm of Joseph Klein $9,500 in monthly $100 


installments of 

Even if all the payments were made the 
: x , ‘ entire sum would be satisfied in seven years 

the object of court interpretation read : 
and 11 months from the date of the decree 
As a result, the court decided that these 
were installment payments and did not 
come within the relief of Sections 22(k) 


“Installment payments discharging a part 
of an obligation the principal sum of which 
is, in terms of money or property, specified 
in the decree or instrument shall not be : , 
Poy . and 23(u) of the Internal Revenue Code 
considered periodic payments for the pur- ‘% 
poses of this subsection; “except that an Che petitioner had contended that the word 
( Ss ) Ss , 3 € « . 9 
installment payment shall be considered a obligation” as used in the statute had to 
periodic payment for the purposes of this be a definite and unconditional obligation 
subsection if such principal sum, by the © @ specific sum of money but that the 
terms of the decree or instrument, may be facts showed it to be indefinite, uncertain 
or is to be paid within a period ending more and conditional. The Tax Court, however, 
than 10 vears from the date of such decree was not persuaded, and found that the 


or instrument a legislative history did not bear out this 


(Footnote 7 continued) not exceed 10 per centum of such principal 


‘In the case of a wife who is divorced or ~ s/o foie - - - 
3s > Sec. 23( Sec, 120 venue Ac 
legally separated from her husband under a ¢ 1942 satallatat u) (See, 120, Revenue Act 
. 0 : a) 

decree of divorce or of separate maintenance, “ey we y F 

are agp ih Coheteer ae bak tele at in the case of a husband described in sec 
periodic Re hse s i -- tion 22(k), amounts includible under section 
regular intervals) received subsequent to such 22(k) in the gross income of his wife, payment 
decree in discharge of . . a legal obligation of which is made within the husband's taxable 
which, because of the marital or family rela- 


year If the amount of any such payment is 
tionship, is imposed upon or incurred by such under section 22(k), or section 171, stated to be 


husband under such decree or under a written not includible in such husband's gross income, 

instrument incident to such divorce or separa no deduction shall be allowed with respect to 

tion shall be includible in the gross income of such payment under this subsection.'’ 

such wife, and such amounts received as are x 1939 Code Sec, 22(k) (Sec. 120, Revenue Act 

attributable to property so transferred shall not of 1942) z - E 

be includible in the gross income of such hus- | 904 Code ee r1(c) (1) cy ; 

band . Installment payments discharging PTR! ow pen ment payments discharging a 
part of an obligation the principal sum of which 

a part of an obligation the principal sum of 


is, either in terms of money or property, spec 
which is, in terms of money or property, speci- ifled in the decree, instrument, or agreement 
fled in the decree or instrument shall not be shall not be treated as periodic payments.'’ 


considered periodic payments for the purposes 1954 Code Sec. 71(c)(2) 
of this subsection; except that an installment If, by the terms of the decree, instrument 
payment shall be considered a periodic payment or agreement, the principal sum referred to in 
for the purposes of this subsection if such paragraph (1) is to be paid or may be paid 
principal sum, by the terms of the decree or over a period ending more than 10 years from 
instrument, may be or is to be paid within the date of such decree, instrument, or agree 
a period ending more than 10 years from the ment, then (notwithstanding paragraph (1)) 
date of such decree or instrument, but only to the installment payments shall be treated as 
the extent that such installment payment for periodic payments for purposes of subsection 
the taxable year of the wife (or if more than (a), but (in the case of any one taxable year 
one such installment payment for such taxable of the wife) only to the extent of 10 percent 
year is received during such taxable year, the of the principal sum."’ 
aggregate of such installment payments) does “CCH Dec. 16,287, 10 TC 409 


onan inn See 


(1948) 


Alimony Payments 415 





“periodic” according to Webhscter’<c New In. 


anmniiaA 


contention. They found that the word was 
merely being used in a general sense to 
include even obligations subject to con- 
tingencies that had not arisen to avoid the 
obligation during the taxable years. They 
completely rejected the idea that it only 
meant absolute and unconditional obligations 
The theory expounded in Steinel™ was 
further developed in Estate of Frank P 
Orsatti® where the agreement provided for 
alimony payments of $125 per week for a 
period of two years, or until such time as 
the former wife died or remarried. The 
Tax Court attached no importance to the 
fact that it had to multiply the weekly pay- 
ments by the number of weeks in order to 
determine the principal sum, and it went 
on to say that the principal sum it had just 
calculated would be regarded as specified 
until such time as the stated contingencies 
arose to avoid the obligation. At the same 
time, the court, in a similar case” where 
the decree itself stated that the payments 
were to be regarded as “periodic” and the 
wife was to pay the income tax, disregarded 
these provisions and held that it was for the 
Tax Court to say if it was deductible or 
not, and no matter what the parties or their 
counsel or the court that had jurisdiction 
over the divorce proceedings called these 
payments, it was of no weight. Subse 
quently, in a later case,“ the court went 
behind the separation decree to distinguish 
the amount paid for alimony from that ear- 
marked for the support of the child, It 
again reiterated that it was immaterial 
whether the principal sum was stated in 
monthly payments or in a total figure, and 
that contingencies did not prevent the total 
due from being a specified obligation. 
However, in the Young case," where the 
divorce decree merely set forth the method 
of computing the future payments, which 
would vary according to the husband’s 
yearly income although a maximum amount 
and a fixed period were stated, the Tax 
Court distinguished these facts as too in- 
definite to establish any total fixed sum, 
and held them deductible by the husband 
since they were periodic payments under 
Section 22(k). This reasoning was further 
applied in Lee” where the agreement fixed 


™ Cited at footnote 10 

"CCH Dec. 16,793, 12 TC 188 (1949) 

"™ Frank R. Casey, CCH Dec. 16,806, 12 TC 224 
(1949) 

“ Harold M. Fleming, CCH Dec. 17,715, 14 
TC 1308 (1950) 

*CCH Dec. 16,363, 10 TC 724 (1948) 

“CCH Dee. 16,386, 10 TC 834 (1948) 

"6 TC 582 (1946), aff'd, 46-1 wsre { 10,276, 
156 F. (2d) 929 (CCA-2, 1946) 


Where lump-sum payments were made 
in conjunction with monthly payments, 
the Tax Court went to great 

efforts to separate the amounts. 


the payments at a percentage of the hus- 
band’s annual income, since no principal 
sum was stated nor was it possible to cal- 
culate it because there was no means of 
determining his net income in advance. 
The Commissioner’s argument that a lump 
sum was specified because at the end of the 
five-year period the amount would be known 
was disposed of by the court as going 
much too far, since all uncertainties are 
resolved eventually. Despite this platitude, 
in Maresi v. Commissioner," the Tax Court 
had referred to American experience tables 
reflecting life expectancy and the proba- 
bility of remarriage of widows to determine 
the wife’s claim against the gross estate 
of the deceased husband. This decision, 
which was affirmed by the Circuit Court 
of Appeals for the Second Circuit, was the 
most practical solution of arriving at the 
liability to the surviving spouse, although 
the actuarial tables used left much to be 
desired. 


Where lump-sum payments were made in 
conjunction with monthly payments, the 
Tax Court went to great efforts to separate 
the amounts.” If the payments were made 
under distinct paragraphs in the decree, the 
court refused to interpret them together as 
one obligation. The Bartsch case,” which 
was affirmed by the Second Circuit, held 
that although the plan of payment may have 
been a single plan, this did not require the 
court to press the payments under both 
paragraphs into the same mold, since the 
parties, themselves, drew the agreement 
which made the differentiation. However, 
the payments were combined to arrive at 
a principal sum where even the monthly 
payments for a fixed period did not qualify 
as a deduction.™ 


A single payment of $5,000 the day after the 
divorce was held not to be a periodic pay- 
ment despite monthly payments of $200 
which followed it.” Judge Disney defined 


% Joseph D. Fox, CCH Dec. 17,680, 14 TC 
1131 (1950) 

* CCH Dec. 18,896, 18 TC 65 (1952), aff'd with- 
out opinion, 53-1 ustc {§ 9371, 203 F. (2d) 715 
(CA-2). 

* Edwin T. Heath, CCH Dec. 18,968(M), 11 
TCM 482 (1952) 

™ Ralph Norton, CCH Dec. 18,326, 16 TC 
1216 (1951). 
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“periodic” according to Webster’s New In- 
ternational Dictionary as “characterized by 
periods; occurring at regular stated inter- 
vals; happening or appearing at fixed inter- 
vals.” He went on to say in a subsequent 
case™ involving two substantial sums that 
were paid immediately after the decree that 
“periodic” with any ordinary connotation 
called for payments in sequence rather than 
payments standing alone. It was his im- 
pression that Congress must have intended 
to distinguish between lump-sum original 
payments payable at or about the time of 
the divorce and periodic payments for cur- 
rent support. 

During this time when the Tax Court was 
developing its precedent, the federal district 
courts had only one opportunity to express 
their rationale on this matter. The Cali 
fornia District Court, in a 1952 decision,” 
cited the legislative history of Section 22(k) 
in holding that a definite obligation to pay 
$300 per month for a period of five years 
was an installment arrangement. It did not 
use the line of decisions emanating from 
Court in arriving at its findings, 
but referred to a prior case reviewed by the 
Third Circuit,“ in which the intention of 
Congress in the Section 22(k) 


the Tax 


passage of 
was fully discussed. 


The Baker case™ brought about the first 
occasion for the circuit courts to squarely 
affirm or reject the that had 
originated in the Tax Court decisions, of 
which only had been appealed—and 
that on an ancillary issue.” In Baker,” the 
divorce decree provided for alimony pay- 
ments of $300 per month from September 1, 
1946, to August 31, 1947, and thereafter for 
payments of $200 per month for a period of 
five years 


reasoning 


one 


The husband’s obligation was to 


cease if the wife died or remarried. The 


wife was subsequently remarried on Sep- 


tember 25, 1949. The Tax Court had no 


difficulty with this case and, following its 
own precedent, arrived at a principal sum 
without any discussion of the contingencies, 
and concluded that these were clearly in- 
stallment payments to be made within a ten 
year period. On appeal they were reversed 
by the Second Circuit in a decision which 
rejected the interpretations of the section 


= Arthur B 
1418 (1951). 

™ Herbert v. Riddell, 52-1 usr 
Supp. 369 (DC Calif.). 

* See Cox v. Commissioner, 49-2 usti 
176 F. (2d) 226, 228 (CA-3). 

* CCH Dec. 18,869, 17 TC 1610 (1952), 
53-1 uste { 9437, 205 F. (2d) 369 (CA-2) 

“ See footnote 19 


Baer, CCH Dec. 18,383, 


{ 9209, 103 F 
{ 9369, 


rev'd, 
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applied by the Tax Court. The circuit court 
said that the language of the statute, “the 
principal sum specified in the decree,” 
clearly implied an amount of a fairly definite 
character, and did not carry any suggestion 
of uncertainty. ‘The court was careful to 
point out that it was not willing to exclude 
all.contingencies, especially those that could 
be predicted actuarially, such as the wife’s 
death, but that certainly the possibility of 
the wife’s remarriage, which depended upon 
elements strictly within her own unpre- 
dictable choosing, would make any com- 
putation beyond even the reach of an educated 
guess. They distinguished Maresi v. Com 
missioner ™ on the basis that there the ques- 
tion was the appraisal of an estate, and any 
guess was better than a zero valuation. The 
circuit court pointed out that aside from 
these contingencies the “installment payments” 
must be part of a “principal sum,” and here 
no such sum was explicitly stated in figures.” 


The Smith case,” which was decided by 
the Third Circuit a few months later, took 
a middle position in its interpretation, The 
agreement provided in separate paragraphs 
that the husband was to pay the wife 
$25,000, in ten equal semiannual install- 
ments of $2,500 each, also $300 per month 
from December 1, 1946, for a period of five 
years, and $100 per month from December 
1, 1951, and thereafter for the remainder of 
her natural life. Unless sooner provided 
for in the agreement, all the payments were 
to cease upon the death of the husband or 
the wife or upon the wife’s remarriage. 
memorandum finding the Tax Court con- 
strued the paragraphs of the decree sep- 
arately on the authority of the Bartsch 
and found the $2,500 and $300 pay 
ments were installments on specified prin 


Ina 


= 31 
case, 


cipal sums, without any discussion of the 
contingencies that were present.” The Third 
Circuit however, and fol- 
the rationale of the Baker case™ as 
to the $300-per-month payments, since the 
contingencies present, namely the death of 
either spouse or the wife’s remarriage, made 


reversed them, 


lowed 


the promise to pay not 


certain 


mathematically 
The 
declared that the statute does 
not require that the terms of payment run 


calculable as a obligation.” 


circuit court 


™ Cited at footnote 25 

*% Cited at footnote 17 

% See footnote 25. 

* CCH Dec. 19,330(M), 11 TCM 1167 (1952), 

rev'd, 53-2 ustrc { 9616, 208 F. (2d) 349 (CA-3). 

* Cited at footnote 19. 

® See footnote 30 

*" Cited at footnote 25 

* See footnote 30 








over ten years to become periodic payments. 
On the ten equal semiannual installments 
of $2,500, the court refused to follow Baker,” 
and stated that although the same con- 
tingencies were present, this did not war- 
rant the same treatment accorded to the 
$300-per-month payments.” The essence of 
the $2,500 semiannual installments on the 
specified principal sum of $25,000 was in 
the nature of a lump-sum property settle- 
ment. The court felt that the tax relief 
that Congress gave to the husbands for 
periodic payments was limited to the month- 
to-month kind, and that the lump-sum 
variety was not within this category. As 
to the $100-per-month payments, both the 
Tax Court and the Third Circuit were in 
agreement that these were clearly periodic 
payments under the Code provisions, consider- 
ing their character and indefinite tenure.” 


Despite the repudiation by the Baker™ 
and Smith™ reversals, the Tax Court con- 
tinued to follow its own holdings. The 
Fidler case“ involved an agreement dated 
February 4, 1944, whereby the husband 
agreed to pay his wife $500 per month until 
1948 and, in addition, $16,200, as evidenced 
by a note in that amount, in installments 
of $300 per month over the same period, 
but with the latter payments to be reduced 
if the husband’s income were reduced, and 
to be waived for any months of no income. 
Following Orsatti,” a principal sum was 
arrived at for the $500 payments by multi- 
plying the monthly amount by the number 
of months. Following Steinel,* the $300 
payments—although subject to a contin- 
gency—were also held to constitute install- 
ment payments and not to be deductible, 
since the contingency did not occur and, 
therefore, was of no significance. The Tax 
Court distinguished the Lee“ and Young“ 
cases, where no principal sums were speci- 
fied and the amounts to be paid were in- 
definite, and stated that here there was a 
note in the principal sum of $16,200 which 
gave to the payments the required definite- 
ness.” The court acknowledged the Baker“ 
decision, but cited Estate of William E. Ed 

* Cited at footnote 25. 

* See footnote 30. 

*" See footnote 30 

* Cited at footnote 25. 

* Cited at footnote 30. 

“CCH Dec. 19,906, 20 TC 1081 (1953). 

“ Cited at footnote 12. 

@ Cited at footnote 10. 

“ Cited at footnote 16. 

* Cited at footnote 15. 

* See footnote 40. 

“ Cited at footnote 25. 

* See 16 TC 110, 117 (1951). 
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“In the field of taxation, 
administrators of the laws and the 
courts are concerned with 
substance and realities, and formal 
written documents are not rigidly 
binding.''—Helvering v. F. & R. 
Lazarus & Company, 39-2 USTC 

1 9793, 60 S. Ct. 209 (1939). 


monds“ and American Coast Line v. Com- 
missioner“ as authority for its right to 
examine any reversal of its opinion by the 
circuit courts and to decide, independently, 
whether to continue its course or follow 
the reversal. 

The Glasgow case“ which followed soon 
afterwards did not arouse any controversy, 
since it involved a payment of $12,500 at 
the time of the divorce and annual pay- 
ments of $3,000 thereafter, until the wife’s 
death or remarriage. The Tax Court dis- 
posed of this by treating $3,000 of the first 
$12,500 and the annual $3,000 as a series 
of periodic payments and the balance of 
$9,500 as a nonrecurring nondeductible item. 

The Tax Court was reversed again, this 
time by the District of Columbia Circuit 
in the Landa case.” The point involved, 
however, was different in some respects 
from that discussed in the prior cases. The 
separation agreement here included a note 
given by the husband to his wife, acknowl- 
edging an indebtedness of $30,000, and pro- 
viding monthly installments of $200 which 
covered both interest and principal. In the 
event of the wife’s death before full pay- 
ment, the balance remaining was to be 
canceled. The Tax Court found that the 
$200 payments in question were repayments 
of the principal and interest, and that the 
oral testimony given by the husband that 
the only consideration for the note was the 
legal obligation to support, was not of suf- 
ficient weight to contradict the written evi- 
dence. On appeal, the circuit court found 


#* See 47-1 ustc { 5906, 159 F. (2d) 665, 668-669 
(CCA-2, 1947). 

# 21 TC 211 (1953). 

*” See CCH Dec. 18,930(M), 11 TCM 420 (1952), 
rem'd, 53-1 ustc { 9280, 206 F. (2d) 431 (CA 
of D. C.), CCH Dec. 19,712(M), 12 TCM 597 
(1953), rev'd and rem’d, 54-1 ustc { 9169, 211 
F. (2d) 46 (CA of D. C.) (remanded by the cir- 
cult court for consideration of rejected oral 
testimony). The Tax Court subsequently re 
iterated its original holding, finding the written 
documents more trustworthy than the recollec- 


tion of a witness giving contradicting oral 
testimony 
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that the Tax Court was in error, and held 
that the payments were within the relief 
provisions of 22(k) because they 
were made to discharge the legal obligation 
to support the wife. They cited a 1939 
holding of the Supreme Court™ in which it 
was ruled: “In the field of taxation, admin- 
istrators of the laws and the courts are 
concerned with substance and realities, and 
formal written documents 
binding.” 


Section 


are not rigidly 

The circuit court added that the taxpayer, 
as well as the Commissioner, was entitled 
to the benefit of this rule.” 


The United States Court of Appeals for 
the Ninth Circuit followed through in May 
of this year by reversing the Tax Court in 
Myers v. Commissioner.“ The property set- 
tlement which incorporated into the 
divorce decree provided that the husband 
was to pay the wife, for her support and 
maintenance, the sum of $250 per month 
from July 1, 1945, until May 31, 1951, when 
he would be relieved of any further obliga- 
tion. If she were to remarry during this 
period, the husband would, nevertheless, 
continue his performance. The Tax Court 
held that the payments were installments 
on a specified principal sum, but the circuit 
court could not find any specified principal 
sum and so characterized them as periodic 
and, therefore, deductible. The circuit court 
did not refer to any contingencies which 
might relieve the taxpayer of his obligation, 
such as the death of either party, in arriving 
at its decision. 


was 


In the latest decided by the Tax 
Court, which occurred at the same time that 
the court was being reversed in Myers,.™ it 
continued to reject the decisions of the cir- 
cuit courts. In this case, Clay W. Prewett, 
Jr.” the decree provided that the wife was 
to receive $270-per-month 


case 


alimony for a 
period of two years, but upon her remar- 
riage the payments cease. The 
amount of alimony was based on the hus- 
band’s earning capacity, and in the event of 
a material reduction a corresponding de- 
crease in the amount was to be made. The 
wife did not remarry during this period, but 
she did agree to reduce the payments to 
$200 per month early in 1948, when her 


were to 


"See Helvering v. F. & R. Lazarus & Com- 
pany, 39-2 ustc { 9793, 308 U. S. 252, 255, 60 
S. Ct. 209, 210 (1939). 

@ See footnote 50. 

®= CCH Dec. 19,328(M), 11 TCM 1163 (1952), 
rev'd, 54-1 usrc { 9401, 212 F. (2d) 448 (CA-9). 

* Cited at footnote 53. 

*® CCH Dec. 20,327, 22 TC 270 (May 11, 1954) 
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husband had 
come had diminished. 


former that his in- 
The Tax Court was 
not satisfied with the petitioner's proof that 
his income had been reduced, and held that 
the reduction not the result of the 
realization of a contingency but merely a 
consent arrangement 


claimed 


was 


between the parties. 
As to the petitioner’s contention that the 
contingency of remarriage rendered impos- 
sible the ascertainment of a principal sum, 
the court stated that they do not accept the 
holding in the Baker case,” and that this con- 
tingency does not prevent its determination.” 


An attempt to reconcile these numerous 
decisions is an extremely difficult task; 
however, we can find some areas of agree- 
ment the courts. It is certainly 
safe to surmise that lump sums or relatively 
large nonrecurring made at the 
time of the separation or divorce decree 
would be clearly not deductible under the 
Code discussed.” On the 
other hand, where the payments to be made 


between 


payments 


sections herein 
are not stated because they are dependent 
upon the husband’s future income, there is 
no controversy that under such an arrange- 
ment the payments come within the relief 
of the statute.” Where the payments are 
made expressly contingent upon the hus- 
band’s or the wife’s death, or both, it ap- 
pears that, in the absence of such an oc- 


currence, the courts rely on other factors 


* Cited at footnote 25. 

* See footnote 55. 

* See Joseph D. Fox, cited at footnote 18; 
Ralph Norton, cited at footnote 21; Arthur B. 
Baer, cited at footnote 22; F. Ewing Glasgow, 
cited at footnote 49. 

® See Roland Keith Young, cited at footnote 
15; John H. Lee, cited at footnote 16. 
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present in the case to arrive at their deci- 
sions, and do not place undue significance 
upon these contingencies.” 

Where the payments are conditioned upon 
the wife’s remarriage, however, the Steinel ® 
and Baker” cases stand unalterably op- 
posed. It is the writer’s opinion that if 
the amount of the payments suggest or 
imply periodic upkeep and support for the 
wife, in contrast to the receipt of large 
installments in accordance with the provi- 
sions of a property settlement, as exempli- 
fied in the Smith case,” they should be 
treated as “periodic payments,” since it was 
the intention of Congress to alleviate just 
that type of situation. It appears that, in 


THE KINGDOM OF HEAVEN 


“The island of Lundy was once 
nicknamed The Kingdom of Heaven 
because it was owned by a clergyman 
with that celestial name. He sold it 
in 1925 for £16,000 to a London 
financier, one Martin Coles Harman, 
whose recent death turned the spot- 
light of publicity on Lundy; but if 
the complete absence of taxes con- 
stitutes heaven—as it may well seem 
to a tax-ridden world—the island still 
deserves its name 


“This tiny, bleak, rocky piece of 
land, with sheer cliffs descending to 
lies in the 
between the 
Wales, 


haunt of smugglers. 


the sea, sristol Channel 


coasts of Devon and 


and was once a_ favourite 
When Harman 
bought it, he set up a miniature feudal 
state, with self-styled 
‘King’, and handful of in- 


sort of 


himself as 
ruled its 


habitants with a 


benevolent 
despotism from the castle 


lived. 


where he 
He was the sole employer on 
the island; he sacked the postmaster 
and took over the responsibility for 
the mails, 


issuing postage stamps 


with his own head on them; further, 


” See Herbert v. Riddell, cited at footnote 23 
Landa v. Commissioner, 54-1 usrc { 9169, 211 F. 
(24) 46 (CA of D. C.): Rudolph Myers v. Com- 
missioner, 54-1 ustc § 9401, 212 F. (2d) 448 
(CA) 

™ Cited at footnote 10 

@ Cited at footnote 25 

™ Cited at footnote 30. 

“ Cited at footnote 30. 

*See J. B. Steinel, cited at footnote 10; 
Estate of Frank P. Orsatti, cited at footnote 12; 
Harold M. Fleming, cited at footnote 14; James 
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regard to the contingency ol remarriage, 
the Third Circuit’s holding and dicta is the 
most satisfactory compromise between the 
positions maintained by the Second Circuit 
and the Tax Court.” 


The instances where the decrees do not 
state a principal sum in a specific amount, 
but provide a stipulated 
intervals, the Tax Court’s position 


sum for stated 
® is far 


superior to that taken by the circuit courts.” 
As in Orsatti,” a simple calculation resolves 
the payments so that the aim of the Con- 
gressional enactment is met instead of applying 
a literal interpretation and, thus, overlook 
ing the entire purpose of the statute.” 


[The End] 


he coined his own money, the coins 
showing his own head on one side 
and a picture of a puffin—a sea bird 
of the auk family whose feathers had 
once been the 
with the 
Harman 


basis of flourishing 


trade mainland—on the 
had overheads 
—no army, no navy, no civil service, 
so he got along nicely without taxes. 
All wine and liquor, in the absence of 
customs and free of 
duty on Lundy—and the island’s one 
tavern is always open. 


other. few 


excise taxes, is 


“Lundy somehow 


‘got lost’ from 
the political body of Britain and exists 
as a community by virtue of 
ancient royal charters. 
tended that 
outside the 


also outside 


some 
Harman con- 
because the island 
limit it was 

sritish jurisdiction; but 
government didn’t alto- 
gether agree and in 1930 Harman was 
fined for coining his money, and later 
lost an appeal in the Courts. 


was 
three-mile 


the British 


But there are still no taxes on 


Lundy.”—From the January-February, 
1955 issue of the Canadian Tax 
Journal. 


M. Fidler, cited at footnote 40; Clay W. Prew- 
ett, Jr., cited at footnote 55. 

* See Baker v. Commissioner, 53-1 ustc { 9437, 
205 F. (2d) 369 (CA-2); Estate of Frank 
Charles Smith v. Commissioner, 53-2. ustc 
" 9616, 208 F. (2d) 349 (CA-3); Rudolph Myers 
v. Commissioner, cited at footnote 60 

* Cited at footnote 12 

* House report cited at footnote 1, at pp. 46, 
71-74, 1942-2 CB 427; Senate report cited at 
footnote 4, at pp. 83-86, 1942-2 CB 569. 
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Oil Payments and Overrides Each Have Their 
Attraction, and the Advantages of One Need Not 
Be Sacrificed if the Other Is Chosen 


Yields of Oil Payments 


and Overrides 


By JOSEPH LERNER 


Mr. Lerner is with the Bureau of 
Mines, Washington, D. C. 

The views expressed in this 
article are the author's. 


T HE elucidative article, “Tax Aspects of 
Owning and Disposing of Interests in 
Oil and by G. W. Welsch,’ very 
appropriately details the tax difference be- 
tween an oil payment and an overriding 
royalty from the points of view of an orig- 
inal lessee and an operator 
ical which he 


Gas,” 


The hypothet 
can be highly 
instructive for illustrating decisive compu 


case uses 
tations reflecting the relative tax advantages 
of the oil payment and an overriding roy 
alty in a specific situation. In addition to 
a modification 
of the oil payment will be suggested as a 
means of incorporating the possible advan 
tage of the with the oil 
payment. 


making these computations, 


override those of 


First, let us 
presented by 


review the basic example 
Mr. Welsch, The original 
lessee obtains oil and gas rights to a quarter 
section for $16,000 Due to nearby oil 
developments, he can later obtain $500,000 
in cash and either an “oil payment” of 
$250,000 out of the first quarter of oil pro- 
duced or a one-sixteenth “overriding roy 
alty” with respect to all subsequent output 
It is further assumed that oil sells at $2.50 
Therefore, Mr. Welsch’s dis- 
cussion continues, reserves of 1,600,000 bar 
(the initially contemplated reserves) 
would give the. original lessee $250,000 out 
of production, before taxes, in addition to 


per barrel 


rels 


:31 TAXES 855 (November, 1953). 


Oil Payments and Overrides 


the cash payment, irrespective of whether 
there is an override or an oil payment. 

If the anticipated reserves of 1,600,000 
barrels materialize, the only direct (nontax) 
difference between the two methods of realizing 
the $250,000 subsequent to the initial bonus 
of $500,000 is that of timing—the amount 
becoming available more rapidly with the 
oil payment out of a quarter of the oil pro- 
duced. This more rapid realization is, of 
course, worth something—depending upon 
the configuration of the production-decline 
curve, production risks and the relevant 
interest rate This value will not be com- 
puted here. The one-sixteenth payment out 
of production can yield a higher income for 
the original lessee if the reserves turn out 
to be larger than 1,600,000 barrels. On the 
other hand, the advantage of the quarter 
interest when the aggregate output 
is less than 1,600,000 barrels, production of 
400,000 barrels being sufficient to yield the 
$250,000 with the oil payment. 

One 


arises 


consideration concerning override 
and oil payments which is not mentioned in 
the article under 
Revenue 


ments” 


Internal 
that “oil pay- 
over the life of the 
regarded as 


discussion is the 
Service 
which 


position 
extend 
property will be “overrides.” 
The taxpayer can avoid such a possibility 
by the insertion of provisions which termi 
nate the payments when reserves decline to 
a specified level 
analysis ‘this 


most of the 
will have no 
Consequently, it will 


Through 
consideration 

effect on the outcome 
be treated parenthietically 

that the Internal Revenue 
Service requirement could probably be satis 
fied by the inclusion of a termination clause 


Assuming 


42) 





stipulating that the oil payment should end 
when reserves decline to 160,000 barrels of 
oil, the termination feature would not be- 
come effective until 1,440,000 barrels of oil 
had been produced. However, in the ex- 
ample, the production of 400,000 barrels of 
oil sufficient to the oil payment 

Again, for preferring 
the one-sixteenth interest to the quarter oil 


is Satisly 


the basic reason 
payment is that reserves may prove to be 
larger than initially contemplated. It is, 
therefore, crucial to have an idea of how 
much larger than 1,600,000 barrels the re- 
to before the override can 
much after taxes as the $250,000 
oil payment. Vital to this determination is 
the tax status of the $500,000 bonus payment 


serves have be 


yield as 


If the override is taken, the initial receipt 
of $500,000 is treated as an advance royalty 
and is therefore ordinary income subject to 
depletion at the 27.5 per cent rate. Con- 
sequently, there is $362,500 of taxable in 
Let it be assumed that the 
attributable to this amount of 
income is approximately $310,000.2. On the 
other hand, if oil payment rather than 
an override is established, a capital gain is 
realized to the extent of the difference 
the $500,000 and the share of the 
investment of $16,000 equal to the ratio of 
the initial payment of $500,000 to the value 
of the total anticipated income of $750,000 
(consisting of the $500,000 bonus payment 
and the $250,000 oil payment). Since it is 
the ratio of the initial payment to the value 
of the anticipated rather than to 
the absolute total anticipated income, which 
is relevant to the determination of the tax- 


come income 


tax taxable 


an 


between 


income, 


able capital gain, it is necessary to determine 
this value at the time of the establishment 
of the oil payment which 
quently realized. 


is to be subse 

Let it be assumed that the present value 
of the $250,000 oil payment is $166,666, two 
thirds of its cash value. Therefore, the 
total value is $666,666, and the basis of the 
initial cash payment of $500,000 for capital 
gains purposes is three fourths of $16,000, 
or $12,000. Therefore, $12,000 is subtracted 
from $500,000 to yield a gain of $488,000 to 
be taxed at the capital gains rate. Taking 
a capital gains tax rate of 25 per cent, this 
results in a tax bill of $122,000, leaving 
$378,000 net after taxes This is to be 
contrasted with the $310,000 tax bill which 
results when the cash payment of $500,000 
is accompanied by an override 


2If the original lessee’s net taxable income 
without this transaction were $68,000 and the 
income-splitting provision is utilized, the total 
tax bill would be $31,520. With this override, 
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Consequently, the initial tax bill is higher 
by $188,000 on the $500,000 if the override 
rather than the oil payment is the form in 
which the additional $250,000 is obtained 
Put another way, the override as compared 
with the oil payment “costs” $188,000. Con- 
sequently, for the one-sixteenth override to 
be preferred, there must be a reasonable 
prospect that it will yield more than $188,000 
after taxes in the $250,000 oil- 
payment yield. 


excess oO! 


Since it is assumed that the price of $2.50 
per barrel “holds” for the entire period, the 
additional $188,000 after taxes on the over- 
ride could be realized only through reserves 
in excess of 1,600,000 barrels 
a determination of how 


Following is 
much in excess the 
reserves must be in order to yield $188,000 
after taxes. The extra 
to sufficient to bring 
more than $188,000 on the one-sixteenth 
interest. Account must be taken both of 
the rate and of percentage depletion 
which, in effect, reduces the tax rate. Per- 
centage depletion reduces the effective tax 
rate for the purpose of determining how 
much net income before taxes must be real- 


have 
substantially 


reserves will 


be in 


tax 


ized in order to yield a specified sum after 
taxes. The extent of the effect of percent- 
age depletion depends on both the level of 
the allowance and the deduction which 
would be allowed as an alternative to per- 
centage depletion. When an override is 
created, percentage depletion is permitted 
on the bonus payment the 
between the total investment recoverable 
through depletion and this amount of per- 
centage depletion the 


and difference 


becomes adjusted 


basis for the override. 


Since percentage depletion on the bonus 
payment of $500,000 would be $137,500 as 
against a total original depletabl 
$16,000, there would be no remaining ad 
justed basis, and the entire amount of per- 
centage depletion allowed on the override 
would the effective tax rate. Net 
income before depletion and gross income 
from the override being equal, the effect of 


basis of 


reduce 


percentage depletion in this case is to leave 
27.5 per cent of from 
taxation. Thus, 72.5 per cent of net income 
is taxable and, therefore, the effective tax 


net income exempt 


rate is found by taking 72.5 per cent of the 


tax rate. Jecause of the progression of 


personal tax rates, the impact of percentage 
depletion on the effective tax rate is even 


the taxable income would become $430,500, and 
the total tax bill would become $341,395. There- 
fore, the additional income would increase the 
tax bill by $309,875 (current rates). 
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The area favorable to the discovery 
of oil and gas in this country 

is estimated at over one billion 
acres. About 15 per cent of 

this land is held under lease. 


stronger, since it reduces the marginal tax 
rate. Assuming that the lower marginal 
tax rate is in the neighborhood of 96 per 
cent of the higher marginal tax rate, per- 
centage depletion reduces the effective mar- 
ginal tax rate to 69.6 per cent (96 per cent 
of 72.5 per cent) of the marginal tax rate 
which would apply to the added income re- 
sulting from reserves in excess of 1,600,000 
barrels. Obviously, this rate involves three 
conjectures: how much 


payer Irom 


income the tax- 
other sources, how 
large the annual receipts will be from pro- 
duction in excess of 1,600,000 barrels (this 
could fall in more than one surtax bracket), 
and the level of future tax structures. Let 
it be assumed that the taxpayer’s marginal 
tax rate applicable to receipts from output 
beyond 1,600,000 barrels is 69 per cent (at 
1954 rates this would be at a level of tax- 
able income of between $76,000 and $88,000 
—using the income-splitting provision). 


will have 


Therefore, for the purpose of determining 


how much additional income must be re- 
ceived out of production to give the original 
lessee $188,000 after taxes, the relevant ef- 
fective tax rate to consider becomes 48.024 


per cent (69.6 per cent of 69 per cent). 


the effective tax rate of 
48.024 per cent, it is necessary to determine 
how much income before taxes must be 
realized to yield $188,000 after taxes. The 
income recipient retains 51.976 per cent of 
the net income before taxes when the effec 
tive tax rate is 48.024 per cent. Thus, when 
$188,000 is multiplied by the reciprocal of 
51.976 per cent (1.92396), the resultant 
product is the required amount of income 
before taxes if $188,000 is to be realized 
It follows, then, that $361,704 
of additional income before taxes is neces- 
sary in order to yield the $188,000 net after 
taxes. Due to the time differential, how- 
ever, it would be necessary that even more 
than $361,704 of additional income before 
taxes be realized. Let it be assumed that 
a 40 per cent discount factor would be 
relevant in setting the value of the future 
income at the time the contract is made. 
Therefore, the $361,704 should be multiplied 
by the reciprocal of 60 per cent to find the 


Having derived 


alter taxes. 
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necessary cash figure. Under this condition 
$361,704 is multiplied by one and two thirds 
to give the sought-after figure, $602,840. 

For the override and the oil payment to 
yield the same amount of net income after 
taxes, the total income of the override must 
be $852,840 ($602,840 plus $250,000) instead 
of the $250,000 of the oil payment. In other 
words, it is necessary that income be some 
241 per cent higher than initially contem- 
plated. Since the income is directly linked 
to production, actual reserves would have to 
be over 241 per cent in excess of the initially 
contemplated 1,600,000 barrels. Consequently, 
if the original lessee in the example under 
consideration has a between the 
override and the oil payment, he would 
prefer the override only if it is anticipated 
that the reserves are in excess of 5,456,000 
barrels of oil. 


choice 


To this point attention has been given 
almost exclusively to the tax treatment of 
the recipient of the initial cash payment. 
Now it is necessary to become concerned 
with the consequence to the operator of 
making the initial $500,000 outlay in con- 
nection with an oil payment rather than 
an override. The operator loses percentage 
depletion on $500,000 of gross income (the 
amount of the cash payment) when an over- 
ride rather than an oil payment is used. 
There would be excluded annually from the 
operator’s gross income for percentage de- 
pletion purposes an equivalent portion of 
the $500,000 lease bonus based on the rela- 
tion of production during the year to re- 
serves at the beginning of the year plus 
reserves discovered during the year. There 
fore, over the life of the operation the 
operator would have $137,500 less of deduc- 
tions (27.5 per cent of $500,000) when an 
override rather than an oil payment is 
established The $137,500 of deductions 
“lost” when an override rather than an oil 
payment is made means, assuming a 50 per 
cent tax rate for the operator (a corpora- 
tion), $68,750 less in net income after taxes. 
Therefore, the operator could make a larger 
initial payment to the extent of $68,750 and, 
except for the timing factor, be just as well 
off making a cash payment of $568,750 and 
the oil payment of $250,000 as making a 
bonus payment of $500,000 and the one- 
sixteenth override which it is anticipated 
would bring $250,000 for the original lessee. 
As an approximation to the evaluation of 
the timing factor, let it be assumed that it 
is equal to one third. Therefore, with the 
timing element taken into consideration, the 
operator could make a larger initial payment 
to the extent of $45,833 and be as well off 
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making a cash payment of $545,833 and an 
oil payment of $250,000 as making a bonus 
payment of $500,000 and one-sixteenth over 
ride which it is anticipated 
$250,000 for the original lessee 


Now let it be assumed that, due to the 
“bargaining” position of the original lessee, 
the operator does increase the initial pay- 
ment by $45,833. Here it again be 
of interest to approximate how large the 
reserves would have to prove to be in order 
for the $500,000 bonus and the one-sixteenth 
override to yield an equivalent amount of 
net income after taxes. This additional 
$45,833 would make the capital gain of the 
original larger. To find the new 
amount of the capital gain, it is necessary 
first to determine the basis of the initial 
payment of $545,833 for capital gains pur- 
poses As before, let the value of the 
$250,000 oil payment be $166,666. There- 
fore, the combined total value of the initial 
payment and the oil payment is $712,500, 
and the initial payment of $545,833 is 76.61 
per cent*® of the total value. The capital 
gain for tax purposes is $545,833 minus 
$12,257 (76.61 per cent of $16,000—original 
total cost of the property). This leaves 
$533,576 as a capital gain which is taxed 
at 25 per cent. This is $34,439 more than 
the $378,000 which was left after taxes when 
the initial payment accompanying the oil 
payment was assumed to be $500,000. 

In the earlier stage of the discussion of 
the tax effects of the oil payment as con- 
trasted with the override, it was found that 
the oil payment made the initial $500,000 
receipt more valuable to the original lessee 
by an amount equivalent to 241 per cent 
of the initially anticipated reserves of 
1,600,000 barrels. To this is now added the 
reserve equivalent which would be neces- 
sary to increase the yield of the override 
by $34,439 after taxes. As was done before 
in transforming the $188,000 net-income- 
after-taxes advantage of the $500,000 initial 
payment when accompanied by the $250,000 
oil payment, the $34,439 is multiplied by 
1.92396. This equals $66,259. Again, it is 
necessary to take account of the discounting 
factor. Assuming a 40 per cent discount 
rate for income out of production beyond 
1,600,000 barrels, $66,259 is multiplied by 
the reciprocal of 60 per cent (one and two- 
thirds) to yield $110,432, or the equivalent 
of 44.17 per cent of what the one-sixteenth 
override would yield on 1,600,000 barrels 
of production. Consequently, to yield as 


would bring 


may 


lessee 


* This per cent value is rounded, as are many 
which are given later in the course of the text 
The dollar amounts are found by direct compu- 
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An oil well's voice will never be 
good enough for the concert stage, 
but it is attentively listened 

to, nevertheless. Changes in the 
pressure of a well, which 

usually cause a difference in the 
sound of the pump, may indicate a 
change in the well’s 

producing characteristics. 


much net income after taxes as an initial 
payment of $545,833 and a $250,000 oil pay- 
ment, it would be necessary that the re- 
serves of the one-sixteenth override be 285 
(241 plus 44) per cent larger than the initially 
contemplated reserves of 1,600,000 barrels. 

Rather than increase the initial payment, 
the operator may prefer to make a larger 
oil payment. A computation will now be 
made to indicate how much larger the oil 
payment could be made and yet leave the 
operator with as much net income after 
taxes as an override in the course of which 
$250,000 is paid out when the bonus pay- 
ment is $500,000. It might be thought that, 
except for timing considerations, the oil 
payment could be increased by $68,750— 
the same amount as the initial payment 
could be increased without regard to the 
timing factor. However, this is not the case 
when the operator makes a larger oil pay- 
ment, since such increased amounts are 
excluded from gross and net income. With 
percentage depletion at 27.5 per cent of 
gross and an assumed tax rate of 50 per 
cent, every dollar of increase in payments 
out of production deprives the operator of 
$1.1375 net income after taxes because of 
the $0.275 percentage depletion lost in addi- 
tion to the dollar itself. Therefore, $68,750 
is divided by 1.1375 to find the possible in- 
crease in the oil payment without concern 
for the timing element. This amounts to 
$60,439. Turning to the timing factor, it is 
not highly significant in this situation. 

The timing factor is of but 
slight importance in this case is that the 
larger outlay by the operator would be 
spread over time in a pattern which would 
not differ substantially from the pattern of 
benefits derived by the operator as a con- 


reason the 


sequence of not being deprived of percent 
age depletion as production proceeds when 
an oil payment is used instead of an over- 


tations rather than by the use of these per- 
centages. In this case, 76.60814 per cent was 
used in the actual computation 
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ride. It will be recalled that the operator 
loses percentage depletion on an amount of 
gross income equal to the initial cash pay- 
ment when the override is used. The reduc- 
tion in income for the purpose of 
percentage depletion is a proportion of the 
initial cash payment equivalent to the rela- 
tion of production during the year to re- 
serves at the beginning of the year plus 
reserves discovered during the year. Con- 
sequently, the timing factor is not large, 
and the $60,439 figure derived without re- 
gard to discounting will be used. This is 
equal to 24.18 per cent of the yield of a one- 
sixteenth interest where production aggre- 
gates 1,600,000 barrels. For a commercially 
convenient figure, let us say that $60,000 
will be added to the $250,000 oil payment— 
making it $310,000 out of the first quarter 
of oil produced. At the assumed price, this 
payment would be met with 496,000 barrels 
of output. Therefore, the termination pro 
vision at 160,000 barrels remaining would 
have no effect. 


gZross 


In determining the reserve required to 
make the one-sixteenth override and the 
$500,000 bonus payment yield as much after 
taxes as the $500,000 initial payment and a 
$310,000 oil payment, it is necessary to re- 
compute the initial payment 
Here the basis 
would be slightly in excess of 70.755 per 
cent of the $16,000 investment, or $11,321. 
This percentage is determined by dividing 
the initial $500,000 by the present value at 
the time the transaction is made of the total 
anticipated income of $810,000 (consisting 
of the initial $500,000 and the $310,000 o'] 
payment). The total value is taken to be 
$706,667 (the $500,000 plus two thirds of 
$310,000). The assumed 25 per cent capital 
gains tax rate is applied to $500,000 (the 
amount of the bonus payment) minus 
$11,321, which is equal to $488,679, making 
the tax bill $122,170. Cash retained by the 
therefore, $377,830 


basis of the 
for capital gains purposes. 


lessee is, 


It will be recalled 
that the from a 
$500,000 initial payment, accompanied by a 
$250,000 oil 
$378,000 
tage of the oil payment was equivalent to 
about 241 per cent of the yield of the one 
sixteenth override at production of 1,600,000 
barrels. The same is virtually correct in 
this Therefore, if the one-sixteenth 
override and the $500,000 bonus is to yield 
as much as the $500,000 initial payment and 
the $310,000 oil 


from the earlier dis- 


cussion cash remaining 


payment, found to be 


It was also found that the advan- 


was 


case. 


payment, it is necessary 
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that the actual reserves prove to be 265 per 
cent (24 per cent because of the size of the 
oil payment plus 241 per cent because of 
the capital gains treatment of the initial 
payment) larger than the initially contem- 
plated reserve of 1,600,000 
5,840,000 barrels. 


barrels, or 


In view of these overwhelming advan- 
tages of the oil payment as contrasted with 
the override, it may seem desirable to 
devise some payment arrangement which 
will enable the original lessee to share in a 
possible be -anza without losing the tax ad- 
vantage derived from the oil payment, and 
at the same time to share in a larger propor- 
tion of initial production than is likely to 
accompany an ordinary override. This can 
be achieved by what might be called a “two 
step” oil payment—the first step of which is 
at a relatively “high” proportion of the first 
oil produced from the property and the 
second step of which is at a relatively “low” 
proportion of output after total output has 
aggregated to a specific amount. 


For the situation under examination, the 
first step could be an oil payment consist- 
ing of $310,000 from one eighth of the first 
oil produced, and the second step could be 
an oil payment of $750,000 out of one six- 
teenth of production in excess of 1,600,000 
barrels accompanied by an initial payment 
of $500,000. It would be necessary that 
each part of the oil payment be accom- 
panied by an appropriate termination pro- 
vision. At 1,600,000 barrels of output, the 


net out-of-pocket payments adjusted by the 
tax savings realized by the operator (be- 


cause he is not deprived of percentage 
depletion on $500,000 of gross income over 
the life of the 


his outlays 


property) is equal to what 
would be with the $500,000 
bonus and the one-sixteenth override. With 
the price of oil at $2.50 per barrel, the pay- 
ment of one eighth of gross yields $.3125 
per barrel, and results in the receipt of 
$310,000 when 992,000 barrels of oil are pro- 
duced. Therefore, in effect, the oil payment 
would be one eighth of the first 992,000 bar- 
rels and one sixteenth of the first 4,800,000 
barrels in excess of 1,600,000 barrels 


In this 
operator to 


case, the inducement for the 
into this particular ar- 
than the $250,000 oil 
payment out of 25 per cent of production 
is that the rate of pay-out on this oil pay- 
ment is cut in half. If the reserves should 
prove to be less than 800,000 barrels, the 
aggregate outlay by the operator would be 
lower than that with the $250,000 oil pay- 
ment out of 25 per cent of production 


enter 


rangement rather 
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Drilling muds are far from ‘‘dirt 
cheap.’ Costs may vary from a few 
cents per foot drilled to as 

much as $200 per foot for a bad well. 


It is also of interest to determine the level 
of production at which the one-sixteenth 
override would begin to yield more net 
income after taxes than this two-step oil 
payment. The two payments themselves 
extended over 6,400,000 barrels. To this 
must be added the reserve equivalent of the 
more favorable tax status of the initial pay- 
ment when accompanied by the oil payment 
rather than the override. Again the capital 
gain is to be computed. Here the basis 
would be 52.265 per cent of the $16,000 
original investment, or $8,362. The 52.265 
per cent is determined by dividing the initial 
$500,000 by the value of the total anticipated 
income of $1,560,000 (consisting of the 
initial $500,000 and the two-step oil pay- 
ment of $310,000 and $750,000). The total 
value is taken to be $956,667 (the $500,000 
plus two thirds of $310,000 and one third of 
$750,000). With the $8,362 basis for capital 
gains purposes, the 25 per cent tax rate is 
applied to $491,638, making the tax bill 
$122,901. Cash retained by the lessee is, 
therefore, $377,099. Since this is within a 
quarter of 1 per cent of the $378,000 cash 
retained in the opening computation, the 
reserve equivalent previously computed will 
again be used. It has been found that the 
advantage of the oil payment is equivalent 
to about 241 per cent of the yield of the 
one-sixteenth override at production of 
1,600,000 barrels. The two steps of the oil 
payment extend over 6,400,000, or four 
times the originally anticipated reserves of 
1,600,000 barrels. Therefore, only when out- 
put exceeds 10,256,000 barrels, or 6.41 times 
the originally contemplated reserves, would 
the one-sixteenth override begin to yield 
the original lessee more net income after 
taxes than the two-step oil payment here 
under discussion 

To this point in the analysis, it has been 
assumed that the original lessee has had all 
of the “bargaining power,” and thus may 
take for himself all of the tax advantages 
of the oil payment with respect to the 
initial payment, as well as to that which the 
operator receives in determining his per- 
centage depletion. Rather than rely on this 
assumption or upon any unique alternative 
assumption, the dimensions of one area of 
bargaining will be specified, namely, the 
division of the total tax advantage. 


Given the two-step oil payment as de- 
scribed above—$310,000 from one eighth of 
the first oil produced and $750,000 from one 
sixteenth of the oil produced in excess of a 
specified amount—the key to the indirect 
division of the tax advantages of the over- 
ride is the point at which the second step 
commences: the earlier it comes, the larger 
the share of the tax advantage going to the 
original lessee; the later it comes, the larger 
the share of the tax advantage going to the 
operator. One important condition must be 
kept in mind. Neither party is to be injured 
because of the use of the two-step oil pay- 
ment instead of the override. Therefore, 
the earliest point at which the second step 
can start is at 1,600,000 barrels of produc- 
tion. As noted in the example, this is the 
point at which the net cash outlays (credit- 
ing tax savings already realized and those 
yet to be realized) of the operator are the 
same as they would be with a one-sixteenth 
override and a $500,000 bonus payment 


At the other extreme, the second step 
could start at the level of production at 
which all of the tax advantages have been 
indirectly transferred to the operator and 
the net-income-after-taxes position of the 
original operator is identical with what it 
would be under a one-sixteenth override 
and a $500,000 bonus payment 


As has been demonstrated above, a $500,000 
initial payment and a $310,000 oil payment 
yields the same amount of net income afte 
taxes as a bonus of $500,000 and a one 
sixteenth override when production reache 
5,456,000 barrels. Consequently, if the sec 
ond stage of the oil payment does not begin 
until output reaches this level and is out of 
the same fraction of production as is the 
override, al] of the tax advantage would be 
indirectly transferred to the operator if pro- 
duction in fact reaches that level 


To summarize, in the two-step oil pay- 
ment described above, all of the tax advan- 
tages or their income equivalents are realized 
by the original operator if output is 1,600,000 
barrels or less. If the second step starts at 
1,600,000 barrels, this advantage is retained 
by the operator. However, if the :second 
step does not start until a later point, some 
of the advantage will be transferred to the 
operator because the operator will not be 
making payments to the original operator 
between the 1,600,000 barrel output and the 
point at which the second step commences. 
This “transference” is constant per barrel 
of production, being equal to one sixteenth 
of each barrel produced. Therefore, the 
proportional cash share of the tax advan- 
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It costs two or three times as much 
to produce a barrel of oil from 
an offshore site as it does on land. 


tage realized by each party is dependent 
upon the relative position between 1,600,000 
barrels and 5,456,000 barrels at which the 
second step starts. An appropriate adjust- 
ment should be made for the discount factor 
within the 1,600,000-5,456,000 barrel range. 
If it starts midway between the extremes, 
at 3,528,000 barrels of production, the ad- 
vantage would not be evenly divided if out- 
put reached that level because of the timing 
factor. The original present value of 
1,928,800 barrels of output between 1,600,000 
and 3,528,000 barrels of production is greater 
than that of the 1,928,000 barrels between 
3,528,000 and 5,456,000 barrels of produc- 
tion. If the second step starts at 3,142,400 
barrels, an “equal” distribution is attained 
on the assumption that the per-barrel aver- 
age present value of the 1,542,400 barrels 
immediately beyond 1,600,000 is one and 
one-half times that of the production be- 
tween 3,142,400 and 5,456,000 barrels. 

The two extreme arrangements discussed 
thus far have one feature in common. Under 
each of them the tax advantage is first real- 
ized by the original lessee and, depending 
upon the level of production at which the 
second step of the oil payment starts, is in 
whole or in part transferred to the operator 
The total tax advantage of the oil payment 
is derived from two the capital 
gains treatment of the initial payment and 
the depletion allowances of the operator. 


sources~ 


Consequently, these tax advantages cannot 
be directly obtained exclusively by either 
party. The first automatically goes to the 
original lessee and the second goes to the 
operator. However, either party can indi- 
rectly realize the tax advantage of the other 
by so reducing the receipts of the other as 


$190,000 (1 .25)i + 
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$1,500,000 
397,450i — 122,550,000,000 = 0 


to leave the other with as much cash after 
taxes as would remain under an 
arrangement. 


override 


Now an examination will be made of cer- 
tain payment arrangements which initially 
permit the operator to enjoy all of the tax 
advantages of the oil payment as compared 
with the override and allow the original 
lessee to share in these advantages at some 
later time. Again, one of the limits on the 
analysis is that the oil-payment arrange- 
ment is, so far as either party is concerned, 
at no time to be disadvantageous as com- 
pared to the override. 


A very large share of the tax advantage 
of the oil payment is realized by the original 
lessee when the initial payment is made. 
Consequently, if the entire tax advantage is 
to be realized first by the operator and then 
transferred to the original lessee, it is neces- 
sary that the initial payment be reduced to 
that level at which the original lessee’s net 
income after taxes is no larger than it would 
be were a $500,000 bonus payment made in 
conjunction with an override. It will be 
recalled that it has been assumed that a 
$500,000 bonus payment treated as ordinary 
income entitled to percentage depletion 
leaves the original lessee with $190,000 after 
taxes (the tax bill being $310,000). Now it 
is necessary to determine how much of an 
initial payment subject to capital gains treat- 
ment must be received in 
$190,000 after taxes 


order to leave 
Let it be assumed that the capital gains 
tax rate is 25 per cent, and the initial pay- 
ment and the oil 
$1,500,000. Taking into account the part 
of the initial payment which will not be 
taxable because it will be considered as the 
return of part of the $16,000 investment 
made by original lessee, the following equa- 
tion yields the size of the initial payment 
which will satisfy these requirements: 


payment will come to 


$16,000 


— — .25i 
57($1,500,000 — i) 


Applying the formula for the quadratic equation: 


397,450 + Vv 397,450° — 4 [.4275 (— 122,550,000,000) } 





2 (.4275) 


i = $249,199 
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W here i is the initial payment, 
$16,000 

~——- a .25i 
$1,500,000 — .57($1,500,000 — i) 
tax reduction consequence of the portion of 
the initial payment which is considered its 
basis for capital gain purposes. The present 
value of the two-step oil payment is 43 per 
cent of its cash value 





is the 


Therefore, an initial payment of $249,199 
accompanied by an oil payment will yield as 
much after taxes as a $500,000 bonus ac- 
companied by an override, given these con- 
ditions. The tax advantage of the treatment 
of the initial payment could be transferred 
to the operator by this reduction of $250,801 
in the amount of the outlay when the sub- 
lease is established. For convenience, let us 
assume the initial payment to be $249,200. 
In order to make the aggregate of the initial 
payment and the oil payment equal $1,500,000, 
the $249,200 initial payment is accompanied 
by a two-step oil payment, amounting to 
$1,250,800. Let the first step of the oil pay 
ment be $250,000 out of the first quarter 
of oil produced and the second step be 
$1,000,800 out of one sixteenth of the first 
oil produced in excess of 1,600,000 barrels. 

Under this arrangement the original lessee 
enjoys the advantages of the 
sharing in reserves far in 


override, 
excess of those 
initially anticipated over a considerable range 
of production. Only if reserves prove to be 
in excess of 8,005,120 barrels could the one- 
sixteenth override in coniunction with the 
$500,000 payment yield larger re- 
ceipts to the original lessee. The $249,200 
initial would give the original 
lessee as much net income after taxes when 
accompanied by the oil payment as does the 
$500,000 bonus accompanied by an override 
Che $250,000 oil payment out of the first 
quarter of oi] produced gives the original 
lessee as much as he would realize on the 
first 1,600,000 barrels of production with a 
one-sixteenth 


bonus 


payment 


Since a one-six 
teenth interest, with oil at $2.50 per barrel, 
yields $0.15625 per barrel of production, 
and an oil of $1,000,800 at this 
fraction of production would continue for 
6,405,120 barrels, it follows that the arrange- 
ment here under discussion would give the 
original lessee as much income as that real- 
ized up to 8,005,120 barrels of production 
(6,405,120 4+ 1,600,000). It 
that under these circumstances all of the 
tax advantages of the oil payment are re- 


override 


payment 


is to be noted 


tained by the operator. 


As was the case in the earlier example, 
the transfer of the tax 
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advantage can be 


achieved by altering the point at which the 
second step of the oil payment starts. Since 
an oil payment of $250,000 out of one 
quarter of production will be attained with 
the production of 400,000 barrels of oil, the 
second step of the oil payment could begin 
at that point. For each barrel earlier the 
second step of the oil payment starts, the 
operator gives up $.15625 x 1.13725 (slightly 
exceeding $.177695) of advantage. Since the 
earliest point at which the second step may 
start is 400,000 barrels (the level of output 
at which the first step of the oil payment is 
completed) and the latest point is 1,600,000 
barrels (the level of output at which the 
one-sixteenth override would begin to yield 
more than $250,000), it follows that there 
is a leeway of 1,200,000 barrels in setting 
the starting point for the second step. By 
beginning 1,200,000 barrels earlier (at 400,000 
barrels), the operator gives up $213,234. 


However, the total cash tax advantage 
directly and indirectly received by the op- 
erator is $319,550, consisting of the $250,800 
reduction in the initial payment and $68,750 
on the depletion which he would have lost 
if an override with a $500,000 bonus pay- 
ment had been used. The value of the 
$250,800 reduction in the initial payment is 
dependent upon the timing of its “repay- 
ment” to the original lessee. Assuming that 
this “repayment” will be made in the range 
between 400,000 and 1,600,000 barrels of 
production and that repayment within this 
range of output is to be discounted 38 per 
cent in order to find its equivalent value at 
the time the transaction takes place, it 
would be necessary to increase payments to 
the original lessee by $404,516 (by multi- 
plying $250,000 by the reciprocal of 62 per 
cent). Thus, the total 
$404,516 4 


transfer 


$68,750, or $473,266 


Therefore, even if the second step of the 
oil payment were to start at 400,000 barrels 
instead of at 1,600,000 barrels, there would 
still remain $260,032 of net tax advan- 
tage ($473,266 — $213,234) for the operator. 
Thus, if the full advantages are to be trans- 
ferred to the original lessee, it is necessary 
to make some adjustment in addition to a 
variation in the point at which the second 
step of the oil payment is to start. 


One method of realizing this objective 
would be to make the first part of the oil 
payment larger whereby the operator would 
continue to give one quarter instead of one 
sixteenth of gross production on some out- 
put in excess of 400,000 barrels. Conse- 
quently, the original lessee would get three 
sixteenths more of the gross income for this 


would be 
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interval beyond 400,000 barrels. Since each 
dollar increase in the size of the oil payment 
costs the operator $1.1375 through percent- 
age depletion lost, it follows that a net in- 
crease of $228,853 in the oil payment would 
be sufficient to make the total transfer of 
the remaining tax advantages of the oil pay- 
ment to the original operator. Since it has 
already been assumed that the one-sixteenth 
oil payment starts at 400,000 barrels, only 
three sixteenths of the oil payment out of 
a quarter of production beyond 400,000 
would represent an increase in outlay by 
the operator. Therefore, the increase in 
quarter oil payment beyond $250,000 must 
be equal to one and one-third times the 
sought-after increase in operator outlay, 
and the first part of the oil payment must 
be increased by $305,137 to make possible 
the entire tax transfer to the 
Consequently, the first part 
of the oil payment would be $555,137 out 
of the first quarter of oil produced, attained 
with an output of 888,219 barrels. 


advantage 
original lessee. 


For ease of computation, let the first step 
be an oil payment of $555,000 out of one 
quarter of the first oil produced. Since the 
aggregate of the two-step payment and the 
initial payment is $1,500,000, and the initial 
payment is $249,200, the second step of the 
oil payment is $695,800. This second step is 
one sixteenth of output in excess of 888,000 
barrels. 

Of course, there is a wide array of ar- 
rangements by which the tax advantages 
of the oil payment can be shared by the 


THE UNCOMMON MAN 


“This country may need a good, five 
cent cigar; but it could 
a hundred or so new 


better use 
millionaires— 
Carnegies, Hills, 
Fords, Wanamakers. We need men 
of vision who'll build and produce— 
not little men who wish to divide and 
equalize. 


modern Edisons, 


In this age of the so-called 


‘common man’, we desperately need 


a few uncommon men 
“The effort of uncommon 
men to millionaires 


new sources of wealth. 


honest 
become created 
It didn’t cost 
On the con- 
trary, the capitalistic millionaires cre- 
ated new jobs and paid high wages 
to the rest of us. It wasn’t the 
pampered and glorified common man, 
but rather the defamed and slandered 
uncommon man, who put America on 
top of the world 


the rest of us a penny 


Oil Payments and Overrides 


operator 
leases. 


and the party from whom he 
An attempt has been made here to 
indicate how these advantages can be com- 
puted and cast in various terms. It has been 
shown that it is possible to incorporate the 
major attraction of the override—the pos- 
sibility of sharing in unanticipatedly high 
reserves—with the tax advantages of the oil 
payment. 

While attention has been called to the 
advantage of using the termination clause 
in oil-payment contracts, in view of the 
absence of specific Internal Revenue Service 
rules concerning such clauses, no attempt 
has been made to deal with this matter in 
detail. 

In summary, the tax advantages of the oil 
payment can be quantified and translated 
into forms which may make for various 
modes of sharing in these advantages. It 
was shown how the tax advantage in re- 
spect to the initial payment when accom- 
panied by an oil payment can be stated in 
terms of reserves necessary to yield the 
same amount of net income after taxes 
when an override accompanies the initial 
payment. Two sets of extreme arrange 
ments have been illustrated—one set in 
which all of the advantage is first realized, 
directly or indirectly, by the original lessee, 
and the other in which all of the initial ad 
vantage initially goes to the operator. Un- 
der each set of conditions it is shown how 
the subsequent partial or entire transfer of 
these advantages can be achieved. 


[The End] 


“In reality, though, the future pros 


perity of everyone—including the 


needy—depends on encouraging per 
sons to become millionaires; to build 
railroads, houses, and power plants; 
to develop 
new 


television, and 
The 
No man in a free 
make a million dollars 
through the machinery of production 
without producing something that we 
common men 
willing to 

continue to 


plastics, 


uses for atomic power. 
reason is simple 


country can 


want at prices we're 
And no man will 
produce something we 
want at a price we're willing to pay 
unless he has the chance to make a 
profit, to become rich—yes, even to 
become a millionaire.”’”—Dean Russell, 
“Wanted: More Millionaires,” Clip 
pings of Note of the Foundation for 
Economic Education, Inc. 


pay. 





What Are the Relative Advantages and 


Disadvantages of Valued and Nonvalued Forms 


of Use and Occupancy Insurance? 


Taxation of Proceeds of 


Use and Occupancy, or Business Interruption—nsu 


much on the minds of 

and other manufacturers 
Two recent serious fires in 
Livonia, Michigan, have made businessmen 
more conscious than ever of the devas- 
tation which wreak on industrial 
plants, and the disruption it can impose 
upon production schedules. The August, 
1953 fire in the newly built 1,500,000-square- 
foot hydramatic transmission plant of Gen- 
eral Motors Corporation caused an esti- 
mated direct damage of over $40 million, 
of which approximately $28 million 
covered by insurance, 
lished reports. In the same town, in Janu- 
ary, 1952, the Ford Motor Company’s 
modern tank plant suffered a fire causing 
property 


es ES are very 
automobile 


these days. 


fire can 


was 


according to pub- 


millions of dollars 
Elaborate studies are now being made of 
ways to 
Insurance 


damage of 


prevent future crippling blazes. 


company representatives have 
that the Livonia 
“spotlighted” the risk and that 
“anybody who has a plant is now worried 
about fire protection.” 


been quoted as saying 


fires have 


(sometimes called 
insurance policies are 


*"Use and occupancy’’ 
“business interruption’’) 
also written to cover the consequential, as 
distinguished from direct, damage loss occa- 
sioned by breakage of machinery or equipment, 
and by accidents such as explosions. The dis- 
cussion herein applies equally to these policies 
But see pages 441-444, below, with respect to 
the availability of valued forms of use and occu- 
pancy insurance in the case of fire 


? Broadly speaking, standard nonvalued forms 
of use and occupancy insurance usually define 
“coverage’’ in terms of reimbursement for esti- 
mated loss of net profits to which is added 
continuing expense (‘‘build-up’’ method) or in 
terms of net earnings less expenses which dis- 
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In addition to the physical precautions 
which a manufacturing concern must take 
as part of a comprehensive and adequate 
fire-prevention program, it should secure 
itself by insurance protection against the 
drastic economic consequences of accidental 
fires and other disasters. Not only should 
there be insurance coverage to assure the 
availability of adequate funds to restore 
a wholly or partially destroyed plant, but 
wise planners will also seek to protect 
themselves against loss or injury sustained 
due to the interruption of business while 
the plant is out of commission and is being 
replaced, rebuilt or repaired. Such pro- 
tection is afforded by use and occupancy 
insurance policies’ of two general types, 
which must be carefully distinguished. One 
measures the insurer’s liability by the loss 
of profits of the insured resulting from the 
partial or total suspension of a business 
because of the occurrence of a fire or other 
specified casualty.” The other provides for 
a fixed amount to be paid by the insurer to 
the insured for each day of total or partial 


continue during a shutdown (‘‘deduction” 
method) Both approaches are supposed to 
yield the same amount of recovery. A typical 
example of the first type of nonvalued form 
ls the contract provisions set forth in Massillon- 
Cleveland-Akron Sign Company, CCH Dee. 
17,783, 15 TC 79, 85 (1950), where the insurer 
agreed to be liable for ‘‘the actual loss sus- 
tained,"’ to wit 


“I. Net profit which is thereby prevented 
from being earned and such charges and other 
expenses as must necessarily continue 
during a total or partial suspension of business, 
to the extent only that such charges and ex- 
penses would have been earned had no fire 
occurred.”’ 
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NM nsurance 


By ROBERT L. MERRITT, Tax Counsel 
Marshman, Hollington and Steadman, 
Cleveland, Ohio 


prevention of business, regardless of profits 
This article discusses the ways in which 
proceeds derived under the latter type of 
use and occupancy insurance policy are 
accorded more favorable tax treatment than 
are those derived under the former— 
both Section 1033(a) 


the Code. It is not 


under 
1231 of 
this 


and Section 


the purpose ol 


* References herein to the Code are to the 
Internal Revenue Code of 1954. Sec. 1033(a) of 
the 1954 Code corresponds with Sec. 112(f) of 
the 1939 Code, and Sec. 1231 of the 1954 Code 
corresponds with Sec. 117(j) of the 1939 Code. 
The comments herein with respect to Secs 
1033(a) and 1231 are equally applicable to 1939 
Code Secs. 112(f) and 117()j). 

*Cf. Commissioner v. Glenshaw Glass Com- 
pany, 54-1 ustc { 9328, 211 F. (2d) 928 (CA-3), 
aff'g CCH Dec. 19,146, 18 TC 860 (1952), where 
both the court of appeals and the Tax Court 
discuss various situations involving the problem 
of whether certain proceeds arising out of 
damage and loss claims constitute ordinary 
income or capital gain or, indeed, taxable in- 
come of any sort to a taxpayer. See Annota- 
tion, 173 A. L. R. 558 (1948). The Internal 
Revenue Service's position, if it should wish 
to attack the decided cases, probably would 
be along the line of the dictum in Oppenheim’s, 
Inc. v. Kavanagh, 50-1 uste {§ 9249, 96 F. Supp. 
107 (DC Mich., 1950), discussed below at pp 
435-436. A defense of the decided cases may be 
found in Calvin N. Souther, ‘‘Income Tax Con- 
sequences of Fire and Casualty Insurance,’’ 1951 
Insurance Law Journal 338, 345 (May). 

5 Query Do the ‘“‘involuntary conversion’’ 
rules apply to proceeds received under a valued 
boiler and machinery use and occupancy policy 
due to the breakdown of a smal] (minor) part of 
a large machine, causing a delay in production? 
What constitutes the ‘‘destruction in whole or in 
part’’ of property, as that phrase appears in 
Secs. 1033(a) and 1231 of the Code? Neither 
Regs. 118, Sec. 39.112(f)-1(b) or (c)(1) nor Regs. 
118, Sec. 39.117(j)-1(a)(2), interpreting the 1939 
Code, is explicit on this point. A statement in 


Use and Occupancy Insurance 


article to criticize the validity of 
theoretical or 


various 
approaches to the 
use and occupancy in- 
The discussion herein 
is confined in the main to the Code, Treas- 
ury regulations and rulings, and a state- 
ment of what the courts have decided and 
said. 


“realistic” 
valued 
surance proceeds.‘ 


taxation of 


Code Section 1033(a) 


Section 1033(a) of the Code provides for 
the nonrecognition of gain “if 
(as a result of its destruction in 


in part ©! 


property 
whole or 
.) is compulsorily or involun- 
tarily converted” into property similar or 
related in service or the property 
converted, or which is rein- 
vested in similar or related in 
the property converted. 
\ destruction of property by fire or other 
casualty is considered to be an involuntary 
conversion.” In effect, Section 1033(a) post- 
pones payment of tax upon gain from the 
converted property,’ except to the extent 
that the proceeds from the converted prop- 
erty are not 


use to 
into 
property 
use to 


money 


service or 


reinvested in property which 


is similar or related in service or use. To 
meet the statutory requirement of replace- 
ment, not be an exact dupli 
cation of the converted property.’ 


there need 


Guy L. Waggoner, CCH Dec. 17,884, 15 TC 496, 
503 (1950) (reviewed) (acq. 1951-1 CB 3), 
equates property which has been involuntarily 
converted with property which has been ‘‘dam- 
aged, destroyed or converted.’’ The broad lan- 
guage ‘‘destruction in whole or in part’’ would 
appear to include any damage to property other 
than ordinary wear and tear 

* Case cited at footnote 2 
1950-2 CB 3) 

’ Appropriate adjustments in the basis of the 
replacement property are made under Code 
Sec. 1033(c) to reflect the nonrecognition of 
gain 

*H. Rept 


(Issue No. 1) (acq, 


798, 82d Cong., ist Sess., p. 2; 
case cited at footnote 2. Cf. Tax Board Memo- 
randum 61, 1 CB 76 (1919): Flaxlinuwm Insulat- 
ing Company, cited at footnote 21. 

Some fire insurance companies will write 
“depreciation insurance’’ or a ‘replacement 
cost’’ endorsement for selected risks. In effect, 
the insurance proceeds received under this 
policy or endorsement are equal to the differ- 
ence between the cost of restoring the damaged 
property to its original condition when new and 
the sound value of the property just prior to 
its destruction by fire or other stated casualty. 
The taxation of such insurance proceeds has 
not been the subject of controversy in any re- 
ported litigation. Several interpretations are 
possible. One is that such proceeds are nothing 
more than additional direct-damage fire insur- 
ance proceeds. Under this interpretation ‘‘de- 
preciation’’ or “replacement cost’’ insurance 
proceeds would be added to the direct-damage 
fire insurance proceeds when determining the 
tax treatment of the insurance recoveries. An- 
(Continued on following page) 
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Mr. Merritt's earlier article on 

this subject, published in 

The Insurance Law Journal before the 
enactment of the Internal Revenue 
Code of 1954, has been brought up to 
date for our readers. 


Prior to the enactment of the Revenue 
Act of 1951, a “tracing” rule limited non- 
recognition of gain to those cases in which 
the proceeds from the converted property 
could be directly traced into the subse- 
quently acquired property.’ In the case of 
involuntary conversions occurring after 1950 
there is no requirement that the proceeds 
from the converted property be traced into 
the replacement property. It is sufficient 
that the taxpayer, for the purpose of re- 
placing the property so converted, (1) pur- 
chases property similar or related in service 
or use to the property so converted or 
(2) purchases stock in the acquisition of 
control of a corporation owning such prop- 


whey 


erty. A purchase of replacement property, 
in the case of destruction by fire, usually 
must be made within the period of time 
commencing with the date of the fire and 
ending one year after the close of the first 
year in which any part of the gain upon 
the conversion is realized.” The benefits 
of Section 1033(a) in such a case are elec- 
tive, and if a taxpayer wishes, it can report 
gain from the involuntary conversion rather 
than adjust the basis of the replacement 
property to reflect the nonrecognition of 
gain.” 

It is well settled, and it should come as 
no surprise to anyone, that a reimburse- 
ment for lost profits resulting from the 
partial or total suspension of a business 
because of fire is taxable to the recipient 
as ordinary ‘ncome and not as capital gain.” 
Moreover taxation is not avoided under 
the nonrecognition provisions of Section 
1033(a) of the Code, even though such 
proceeds are invested in replacement prop- 
erty similar, or related in service or use, 
to the property destroyed.” This is not 
true, however, of proceeds received under 





(Footnote 8 continued) 
other possible interpretation is that the pro- 
ceeds are merely derived from a contractual 
obligation of the insurer to make a payment 
to the insured should a certain contingency (the 
destruction of the insured’s property) occur; 
that the proceeds are not a reimbursement for 
any actual loss sustained by the insured, but 
rather give the insured something extra which 
it did not have prior to the said destruction; 
and that the entire payment received pursuant 
to the contractual obligation constitutes ordi- 
nary income, there being no ‘‘sale or exchange”’ 
or involuntary conversion of any asset for which 
reimbursement is made. Cf. A. M. Johnson, 
CCH Dec. 8897, 32 BTA 156, 161 (1935) (re- 
viewed): ‘‘After the payment the petitioner had 
exactly the same capital assets as before the 
transaction was entered into,"’ plus the liqui- 
dated damages proceeds. Cf., also, Osenbach 
v. Commissioner, 52-2 ustc § 9409, 198 F. (2d) 
235 (CA-4), aff'g CCH Dec, 18,265, 17 TC 797 
(1951). 

*A problem also arose where the taxpayer 
used a part of the proceeds from the converted 
property to pay off indebtedness on the con- 
verted property; the payment of the indebted- 
ness was not considered to be a reinvestment of 
the insurance proceeds. Kennebec Box & Lum- 
ber Company v. Commissioner, 48-1 ustc { 9310, 
168 F. (2d) 646 (CCA-1). Cf. Leon Strauss, CCH 
Dee. 20,292, 22 TC 140 (1954). The 1951 amend- 
ment of Sec. 112(f) by Pub. L. 251 eliminated 
the rule which required a taxpayer, even though 
he had fully replaced converted property, to 
pay a tax on any gain from such property up 
to the amount of the proceeds which were used 
in liquidation of indebtedness on the converted 
property. (H. Rept. 798, 82d Cong., 1st Sess., 
p. 2.) 

” The replacement may be made at a later 
date, if permission is granted, upon application 
timely made by the taxpayer to the appropriate 
district director of internal revenue, showing 





reasonable cause for not being able to replace 
the converted property within the required 
period of time. See Regs. 118, Sec. 39.112(f)-1 
(c)(3). 

"Code Sec. 1033(a)(3)(A). See Regs. 118, 
Sec. 39.112(f)-1(c). If the property is compul- 
sorily or involuntarily converted directly into 
property similar or related in service or use, 
rather than’into money or other property not 
similar or related in service and use, to the 
property converted, nonrecognition of gain is 
mandatory. Code Sec. 1033(a)(1). See Regs 
118, Sec. 39.112(f)-1(b). Where it has an elec- 
tion, the taxpayer may sometimes prefer to 
pay a tax at capital gain rates rather than avail 
itself of Sec. 1033(a) so as to obtain a higher 
tax base for the replacement property and thus 
obtain future increased depreciation deductions, 
which will serve to offset ordinary income. This 
could be especially important should the tax- 
payer be able to use the declining-balance 
method of depreciation with respect to the 
replacement property or to otherwise avail 
itself of accelerated depreciation deductions, 
such as over the 60-month period provided for 
emergency facilities in Sec. 168. 

2 Case cited at footnote 2 (Issue No. 2) (non- 
valued use and occupancy form); Mellinger v 
U. 8., 54-1 uste § 9197 (DC Tex., 1953) (rent or 
rental value endorsement); O. D. 645, 3 CB 89 
(1920). 

A loss due to the destruction of depreciable 
business property by fire would be an ordinary 
loss. 

% International Boiler Works Company, CCH 
Dec. 1108, 3 BTA 283 (1926); Miller v. Hocking 
Glass Company, 35-2 ustc { 9671, 80 F. (2d) 436 
(CCA-6), rev’g 1933 CCH { 9481, 5 F. Supp. 355 
(DC Ohio), cert. den., 298 U. S. 659 (1936); 
Oppenheim’s, Inc. v. Kavanagh, cited at footnote 
4 (Issue No. 3): Regs. 118, Sec. 39.112(f)-1(c) (8). 
See Carroll Furniture Company, CCH Dec 
18,005, 15 TC 943, 945 (1950). 
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as property capable of being used and 
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a valued insurance contract where a flat 
per-diem (or weekly or monthly) allowance 
is made for the loss of the use and occu- 
pancy of the property destroyed measured 
from the date of the occurrence of the fire 
to the time when the destroyed property 
can, with due diligence, be replaced and 
operations be resumed. In such a case the 
use and occupancy insurance proceeds are 
added to the ordinary fire insurance pro- 
ceeds for tax purposes, and their invest- 
ment in replacement property of similar or 
related service or use entitles a taxpayer 
to the nonrecognition of gain benefits of 
Section 1033(a).* This rule has been ap 
plied even though a taxpayer’s right to the 
use and occupancy of its plant, for insur- 
ance purposes, is treated separately from 
the physical plant itself and made a dis- 
tinct object of insurance.” 

Is the distinction drawn by the 
a valid one? 


courts 
In some cases the ascertain- 
ment of “lost profits” has been provided for 
in a use and occupancy policy by a prede- 
termined formula which may yield a result 
bearing no relationship to the profit picture 
of the business at the time the catastrophe 
occurs. For example, under the formula 
in Miller v. Hocking Glass Company,” “the 
insurers agreed to be liable for the actual 

‘consisting of net profits’ 
the profits of the preceding 
It is entirely possible that because 
of changed general business or 


loss sustained 
measured by 
year.” ™ 


competitive 
conditions the profits of the previous year 
would not reflect even approximately the 
profit picture of the year in which the fire 
occurs. In such latter year the anticipated 


“4 Piedmont-Mt. Airy Guano Company, CCH 
Dec. 1310, 3 BTA 1009 (1926) (nonacq. X-1 CB 
89 withdrawn and acq. 1942-1 CB 13); Flaxlinum 
Insulating Company, cited at footnote 21; Wil- 
liams Furniture Corporation, CCH Dec. 12,199, 
45 BTA 928 (1941) (acq. 1942-1 CB 17); Darling- 
ton Veneer Company, Inc., CCH Dec, 12,406-C, 
Dkt. No. 105808 (January 27, 1942). 

1% Piedmont-Mt. Airy Guano 
at footnote 14 


% 35-2 


Company, cited 


ustc § 9671, 80 F. (2d) 436 (CCA-6), 
rev'g 5 F. Supp. 355 (DC Ohio, 1933), cert. den., 
298 U. S. 659 (1936). 


7 Case cited at footnote 16. In Massillon- 
Cleveland-Akron Sign Company, cited at foot- 
note 2, the nonvalued policy provided that 


“‘The amount of net profit and/or charges and 
expenses covered hereunder shall be determined 
. by giving due consideration to the experi- 
ence of the business before the fire and the 
probable experience thereafter.”’ 

% See discussion, pages 442-443, 
cially footnotes 71 and 72 

#% Cited at footnote 14. 


below, espe- 


*®In Jacksonville Oil Mills v. Stuyvesant In- 
surance Company, 3 F. (2d) 1006, at p. 1009 
(DC Tenn., 1925), the right to the use and 


enjoyment of business property was referred to 


Use and Occupancy Insurance 


profits for the period of full or partial 
suspension of business, had there been no 
catastrophe, might be much larger or 
smaller than the formula figure. In fact, 
the insured might have expected to suffer 
serious operating during the sus- 


pension period. 


losses 


It may properly be asked whether the 
fixed per-diem-payment type of and 
occupancy insurance policy is merely a 
recognition of the difficulty of trying to 
define lost profits, with both parties know- 
ingly and deliberately selecting an arbitrary 
figure as the assumed actual loss.” What 
have the courts held to be the precise 
nature of the subject matter of a use and 
occupancy insurance policy of the fixed 
per-diem-payment type? What is the risk 
which is insured against? 


use 


Use and Occupancy Insurance 
on a Valued Per-Diem Basis 


The first tax case to analyze in detail 
the nature of use and occupancy insurance 
on a valued basis was Piedmont-Mt, Airy 
Guano Company.” The Board of Tax Ap- 
peals there determined that the right of 
use and occupancy is an integral part of 
property used in a trade or business, and 
that the subject matter of a valued use and 
occupancy insurance policy is the continued 


availability of property to its owner for 
any purpose he may be able to devote it 
to, that is, the business use which the 


property is capable of in its existing con- 


dition.” In other words, the owner has an 


interest in the property’s continued status 


as ‘‘the right to endeavor to earn profits. That 
right or privilege was insured [here], regardless 
of whether such right or privilege might or 
might not have been remunerative.'’ The dis- 
trict court permitted recovery under the policy 
on a ‘“‘valued"’ basis. It said that if the owner 
had intended to insure against the loss of 
earnings due to the destruction of property by 


fire, the insurance policy could have so pro- 
vided. It distinguished insurance against loss 
of profits as a totally different contract from 


insurance guaranteeing the right to the use and 
enjoyment of property, relying upon New York 
cases such as Michael v. Prussian National In- 
surance Company, 171 N. Y. 25, 63 N. E. 810 
(1902) 

In International Boiler Works Company, cited 
at footnote 13, where the use and occupancy in- 
surance policy (set forth at length in the find- 
ings of fact) expressly insured against loss of 
net profits on business prevented, the taxpayer 
unsuccessfully argued that ‘‘the right to earn 
profits is a property right, and that the insur- 
ance proceeds [received by the taxpayer] were 
only the pecuniary conversion of this propefty 
right, which, like other property, is not taxable 


except as it comes in from capita] or labor or 
both combined."’ 
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as property capable of being used and 
the insurer receives a pre- 
mium payment upon the basis of an agree- 
ment as to the estimated daily value to the 
insured of such a status. The board likened 
the of proceeds under a use and 
occupancy insurance policy with compen 
sation for property taken, as in the case of 
a payment easement. The 
the amount 
, but the easement acquired 


occupied, and 


recovery 


received for an 


owner in such a case has Same 


of land as before 


by the grantee thereof is a material and 
permanent interruption in the use of the 
land, which is the taking of property from 
the landowner. The board pursued this 


analogy as follows: 


“From the above it appears that the use 


of a certain object or thing belonging to 
indispensable part of that 
individual’s property in the object or thing 
If the material object is destroyed the use 
is destroyed, and the property the 
includes both the loss of the material 
object and its use. 


a person IS all 


loss to 
owner 
We are of the opinion, 
therefore, that even though the taxpayer’s 
right to the use and occupancy of its plant 
was for the purpose of insurance taken 
separately the plant itself 
and made a distinct object of insurance, it 


from physical 
was nevertheless insurance of the taxpayer's 
property in that plant, and proceeds received 
under the policy of insurance on the use 
and occupancy of such plant were proceeds 
from the involuntary the 
property ..., just as the subject matter of 
the insurance was destroyed by destruction 
of the physical plant, so was it restored 
when the plant was rebuilt and again made 
available for use and occupancy by the tax- 
payer.” (3 BTA 1015.) 

No tax was imposed upon 
because of the rec eipt ol 


insurance 


conversion of 


the insured 
the 


procee ds, 


use and 
the 
and machinery 
greater than the 
amount of such proceeds plus the fire in 
surance proceeds, was fol 
Company,” 
where valued use and occupancy insurance 


occupancy since 


destroyed factory building 


were replaced at a cost 


This decision 


lowed in Flaxlinum Insulating 


poli ies covered consequential loss due to 


destruction by fire of 


a warehouse and its 
contents, including its cured-straw reserve 
The warehouse and its contents were de 


stroyed by fire in July, 1918. Construction 
ot warehouse replacement units was begun 
in January, 1919, 
pleted in that 


. 


some units being com- 


year and 


some being 


units 


* CCH Dec, 1955, 5 BTA 676 (1926) (acq. VI-1 


CB 2, withdrawn and nonacq. X-1 CB 79, with- 
drawn and acq. 1942-1 CB 6). 
434 June, 


Government counsel in the Oppenheim’s 
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In the author's opinion, it may 
properly be asked whether the fixed 
per-diem-payment type of use and 
occupancy insurance policy is merely 
a recognition of the difficulty of 
trying to define lost profits, with 
both parties knowingly and 
deliberately selecting an arbitrary 
figure as the assumed actual loss. 


completed in 1920. The insured 


taxpayer proceeded in good faith immedi- 
ately after the fire to try to replace the 
reserve which had con 
sumed by the fire, but because of market 
conditions was not able to do so until the 
1919 crop Septembe t. 
1919. The companies, in 
mining the number of 


January, 
cured-straw 


bee nh 


available in 
insurance 


became 
deter- 


days of total or 


partial suspension of business, took into 
account the fact that the imsured’s con- 
tinued operations in 1918-1920 were not 
under normal conditions so far as the in 
sured was concerned. One of the factors 
considered when the insurance settlements 
were made in 1918 was that the insured 


would ultimately “through 
increased prices for cured or green straw, 
additional expense of curing, or as a result 


sustain a loss 


of inability to obtain a proper supply.” * 
The direct damage plus the valued use and 
occupancy insurance proceeds exceeded the 
the equivalent replacement prop- 
erty, which in turn exceeded the tax basis 
of the destroyed property. 


cost of 


The board held that only the portion of 
the entire insurance 
not expended to 


proceeds which was 
“the warehouse 
without added capacity or other elements 
of additional value and the contents 
thereof” gave rise to taxable income. Ex- 
tending the Piedmont rule to valued policies 
covering inventory, as well as physical 
plant, the board said that “the thing in- 
sured was not the possibility of profits or 
losses, nor profits which might be earned 
during 1918 or any future time, but the 
amount paid represented compensation to 
the petitioner for the right to and 
enjoy the property for any purpose to 
which the company might be able to devote 
it; the sum of the ordinary fire insurance and 
the use and occupancy insurance represented 


replace 


use 


nothing more than compensation for loss 








25 BTA at 684. 
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onlv to “the nroceed« of a use and occue 








ff the useful value of the building and its 
contents to the petitioner in its business.” 
(Italics supplied.) (5 BTA 688.) 


The above characterizations were fol 
lowed to the taxpayer’s advantage in Wil 
liams Furniture Corporation.” There a furni 
ture manufacturing plant plus about one 
third to one half of the lumber inventory 
were destroyed by fire in 1936. The corpo 
ration owner thereafter collected™ certain 
amounts under an ordinary fire imsurance¢ 
and three valued use and occupancy insur 


ance policies taken out through an American 


fire insurance company and underwriters at 


Lloyd’s of London. It used the money thus 
collected in acquiring a new plant having 
the same productive capacity as the on 
destroyed, the new plant being completed a 
year after the fire occurred. It apparently 


acquired replacement lumber wthout any 
difficulty After deducting the value of the 
inventory destroyed from the proceeds of 
the straight fire insurance, the board found 
that the cost of the replacement building 
exceeded the total insurance recoveries and 
proceeds from sale of scrap less the value 
of inventory destroyed.” The board, there 
fore, determined that under the involuntary 
conversion provisions of Section 112(f) of 
the Revenue Acts of 1934 and 1936, no tax- 
able income was realized on account of the 
receipt by the taxpayer of the valued use 
and occupancy imsuranc¢ proceeds 


The same result was reached in Darling 
ton Veneer Company,” where settlement of 
a claim for valued use and occupancy in- 
surance carried with Lloyd’s of London 
was made on the basis of $133.33 per day 
for the period of time required to replace 
a plant destroyed by fire. The total amount 
oft insurance proceeds was used to rebuild 
a plant of similar character and use to that 
of the property destroyed The board, 
holding that the case fell “squarely within 
the reasoning and holding” in the Williams 
Furniture case, said 


“Here there was no insurance ot pronts 
In point of fact, petitioner made greatet 


profits in the taxable year than in any year 


Case cited at footnote 14 


‘There was a dispute with the insurance 
adjuster as to the time sufficient to restore the 
property to its original condition. A settlement 
was made as to each use and occupancy policy 
by multiplying the restoration time finally 
agreed upon by the per-diem amount set forth 
in the policy 

cf Massillon-Cleveland-Akron Sign Com 
pany, cited at footnote 2. As to the application 
or nonapplication of Sec, 1231 where the dli- 
rect damage plus the valued use and occupancy 
insurance proceeds do not exceed the tax basis 


Use and Occupancy Insurance 


preceding. The insurance adjuster made no 
inquiry as to petitioner’s profits or financial 
record. He measured the amount to be paid 
by multiplying a flat per diem by the num 
ber of days estimated to be required to 
rebuild the plan. This was a clear case ol 
use and occupancy insurance, the proceeds 
of which were forthwith used to replace 
the plant. The sum received was not tax 
able as income.” 


\ 1950 district court dictum has cast 
some doubt on the validity of distinguish 
ing for tax purposes between valued and 
nonvalued torms of use and occupancy 
insurance policies. In Oppenheiwm’s, Inc. 7 
Kavanagh,” an insured carried two non 
valued use and occupancy policies, in the 
amount of $30,000 each, in uniform stand 
ard Michigan form for mercantile risks. 
rhe measure of recovery under the policies 
was “reduction in ‘gross earnings’ directly 
resulting frorn such interruption of business 
less charges and expenses which do not 
necessarily continue during the interrup 
tion of business.” Gross earnings were 
defined in the policy as “total net sales 
less cost of merchandise sold, plus other 
earnings derived from the operation of the 
business.” 


As a result of a fire, the insured was 
paid an aggregate of $58,000 as a compro 
mise settlement, the adjuster arriving at 
that figure by arbitrarily determining that 
the insured would be out of operation for 
approximately nine months after the fire. 
The Commissioner treated the entire amount 
less certain legal expenses as taxable in 
come received as compensation for loss of 
profits for 12 months™ following the date 
of the fire. The insured disputed that the 
policies were intended to insure it against 
loss of profits, contending that the pro 
ceeds represented “compensation for loss 
of property rights” which were subject to 
the involuntary-conversion provisions of 
section 112(f) of the Code I he 
court upheld the Commissioner’s 
tation of the policy 


district 
interpre 


as being an incorne 
reimbursement policy 


of the buildings and inventory destroyed 
cases cited at footnote 48 

* Case cited at footnote 14 

’ Case cited at footnote 4 

* It is not clear from the district court's opin 


ion as to how the Commissioner arrived at the 
12-months figure 


see 


* The district court's opinion states Refer 
ence to the policies in question indicates that 
recovery was neither measured strictly by per 
diem damages nor by net income plus continu 
ing expenses.’" However, the court then found 


(Continued on following page) 
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Government counsel in the Oppenheim’s 
case relied upon Miller v. Hocking Glass 
Company,” where liability of the insurer was 
specifically limited to reimbursement of the 
insured “for the actual loss sustained con- 
sisting of net profits of the business which 
is thereby prevented” by fire, and for fixed 
charges and expenses continuing during the 
suspension of business. The “net profits” 
were measured by the profits of the pre- 
ceding year. The Sixth Circuit there said 
that the policy before it offered the 
usual business interruption insurance, which 
might better be termed earnings insurance. 
Under such a policy the insured is pro 
tected in the earnings which it would have 
enjoyed had there been no interruption of 
(80 F. (2d) 437.) 

Therefore, even though the insured ex- 
pended the entire insurance proceeds for 
new buildings, equipment, machinery, sup- 
plies, etc., to replace that destroyed, the 
business interruption insurance proceeds 
were held to be taxable as ordinary income. 
Referring to this, the district court in the 
Oppenheim’s case said by way of dictum that 
“application of the rule in the Hocking Glass 
case on use and occupancy policies seems 
more realistic in the tax field, remember- 
ing that the Piedmont rule depends on cases 
where the primary question was one of 


” 
business. 


insurer’s liability and a construction was 
sought to fix such liability.” ” 


In view of the Commissioner’s acqui- 
escence in 1942 in the Williams Furniture, 
Piedmont and Flaxlinwm decisions, the dic- 
tum of the district court would not ordi- 
narily cause too much concern. This is 
especially so when, after three times round, 
the Board of Tax Appeals decided the 
fourth valued use and occupancy insurance 
case to come before it by way of a memo 
randum, rather than a regular, opinion.” 
Moreover, the regulations ™ deny the appli- 
cation of the involuntary-conversion rules 


only to “the proceeds of a use and occu- 
pancy contract, which by its terms insured 
against actual loss sustained of net profits 
in the business ... .” Such proceeds are 
stated to be “income in the same manner 
that the profits for which they are substi- 
tuted would have been.” There is implicit 
in this a recognition of the applicability of 
Section 1033(a) to the proceeds of use and 
occupancy policies issued on a valued basis. 

Nevertheless, a recent ruling by the In- 
ternal Revenue Service warrants the sound- 
ing of a warning note. Revenue Ruling 38” 
rules that where the government acquired, 
through condemnation proceedings, the use 
of a taxpayer’s warehouse for five years, 
the payment made to the taxpayer on ac- 
count of such taking was a rental payment 
(ordinary income) for the taking of a 
leasehold interest. The taxpayer had as- 
serted that the compensation for the use 
of his warehouse was “specifically for his 
loss of the use and occaupancy thereof and 
not for lost profits,” and was subject to 
the provisions of Section 112(f) of the 1939 
Code. The ruling states that “substance 
rather than the form of a transaction is to 
be regarded for Federal income tax pur- 
poses,” and that in effect there was a forced 
rental of the warehouse to the government 
by the taxpayer, the condemnation award 
being the equivalent of rental payments to 
the taxpayer.” If the theory behind the 
application of the involuntary-conversion 
rules is that there has been the equivalent 
of a sale or exchange,” then the Commis- 
sioner should not try to extend Revenue 
Ruling 38 to cover cases where property is 
destroyed rather than compulsorily rented 
for a period of time. Any attempt to do 
so in connection with the taxation of pro- 
ceeds of valued use and occupancy insur- 
ance policies, to be successful, would require 
the overruling of decisions dating back to 
1926.” 





(Footnote 29 continued) 


that the language of the policies clearly indl- 
cated ‘‘that income experience was to be a fac- 
tor in determining recovery and not mere per 
diem idleness due to fire. Second, testimony 
was offered to show that these gross earnings 
policies were the counterpart of the net earn- 
ings policies covered by the Hocking Glass case 
" (90 F. Supp., at p. 112.) 
” Case cited at footnote 16. 


"The district court goes even further by 
stating in its opinion that the IJnternational 
Boiler Werks decision ‘‘was contra’’ to that in 
the Piedmont case. 

@ Darlington Veneer Company, cited at foot- 
note 14. The district court in Mellinger v. U. 8., 
cited at footnote 12, refers to the Piedmont, 
Flaxzlinum and Williams Furniture decisions as 
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“authorities [which] recognize that the right 
to the use and possession of property during a 
given period is a property interest which may 
be protected by insurance, distinct from the 
protection against physical destruction of the 
same property. . “ag 

% Regs. 118, Sec. 112(f)-1(a) (8) 

* 1953-1 CB 16. 

% Cf. Mellinger v. U. 8., cited at footnote 12, 
involving proceeds received under a rent or 
rental value endorsement. 

* But cf. Helvering v. William Flaccus Oak 
Leather Company, 41-1 ustc § 9427, 313 U. S. 247. 

% See cases cited at footnote 14. Cf. Guy L. 
Waggoner, cited at footnote 5, where, under 
threat of condemnation, a taxpayer leased race 
tracks to the government. On termination of 
the lease, a government payment for property 
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Code Section 1231 


If fire insurance proceeds are not ex- 
pended by an insured to replace the de- 
stroyed property, then to the extent that 
the proceeds exceed the basis of such 
property the insured receives income which 
is taxable at capital gain rates pursuant to 
Section 1231 of the Code,” if the property 
destroyed had been held for more than six 
months ® and either was property used in 
a trade or business or was a capital asset.” 
I believe the same is true of the proceeds 
of a valued use and occupancy insurance 
policy, but it is not true where the pro- 
ceeds are measured under a “lost profits” 
formula.” 

There is a difference between the lan- 
guage of Section 1033(a), relating to the 
nonrecognition of gain upon involuntary 
conversions, and that of Section 1231, which 
applies special rules to the taxation of recog- 
nized gains or losses from involuntary con 
versions. Section 1033(a) provides that if 
property is compulsorily or involuntarily 
converted into property similar or related 
in service or use to the property so con- 
verted, or into money which is _ forth- 
with in good faith expended in the acqui- 
sition of other property similar or related 
in service or use to the property so con- 
verted, no gain shall be recognized. 

Section 1231 reads in part as follows: 
“(a) General Rule—lf, during the taxable 
year, the recognized gains on sales or ex- 
changes of property used in the trade or 
business, plus the recognized gains from 
the compulsory or involuntary conversion 

of property used in the trade or busi- 
ness and capital assets held for more than 
6 months into other property or money, ex- 
ceed the recognized losses from such sales, 





exchanges, and conversions, such gains and 
losses shall be considered as gains and 
losses from sales or exchanges of capital 
assets held for more than 6 months.” 
(Italics supplied.) 

Thus, the term “property” is used broadly 
in Section 1033(a), but is restricted in Sec- 
tion 1231 to “property used in the trade or 
business,” as defined therein.” However, 
Section 1231 applies not only to the in- 
voluntary conversion of property used in 
the trade or business, but also to the in- 
voluntary conversion of “capital assets held 
for more than 6 months.” 

The Piedmont opinion states that the 
“right of use and occupancy is an integral 
part of the property destroyed”; that “the 
use of a certain object or thing belonging 
to a person is an indispensable part of 
that individual’s property in the object or 
thing’; that if “the material object is 
destroyed the use is destroyed, and the 
property loss to the owner includes both 
the loss of the material object and its 
use”; and that use and occupancy insurance 
covering a taxpayer’s plant is “insurance 
of the taxpayer’s property in that plant.” 
Thus, it is arguable that since the destroyed 
property was itself depreciable property 
used in a taxpayer’s trade or business, the 
right of use and occupancy of such prop 
erty, being an “integral” and “indispensa- 
ble” part of such property, must also -be 
depreciable property used in the taxpayer’s 
trade or business, and Section 1231 should 
be applicable to any gain upon its involun- 
tary conversion. 

The Commissioner might contend that 
when a building or machinery is constructed 
or purchased by a taxpayer, the cost of 
construction or the purchase price relates 





(Footnote 37 continued) 


damaged, destroyed or converted during the 
lease term was held to be for involuntary con- 
version of business property, resulting in capital 
gain rather than ordinary income to the tax- 
payer. Cf. also cases cited at footnote 45, below. 

* Owen Meredith, CCH Dec. 16,851, 12 TC 
344 (1949) (acq. 1949-2 CB 3); Regs. 118, Sec. 
39.117(j)-1, Example (1), item 5. See Massillon- 
Cleveland-Akron Sign Company, cited at foot- 
note 2; Oppenheim’s, Inc. v. Kavanagh, cited at 
footnote 4 (Issue No. 2) 

Neither the destruction of property by fire 
nor any subsequent reimbursement for its loss 
by a fire insurance company constitutes a ‘‘sale 
or exchange.’ Thus, prior to the enactment of 
1939 Code Sec. 117(j), in 1942, a gain resulting 
from a fire and reimbursement through insur- 
ance was ordinary income and not capital gain 
Helvering v. William Flaccus Oak Leather Com- 
pany, cited at footnote 36 


*” Steele v. U. 8., 52-2 ustc 9 9451 (DC Fla.) 


Use and Occupancy Insurance 


only to the physical property and not to 


“Sec, 1231(a) has other limitations. For 
example, gains from Sec. 123l(a) transactions 
must exceed losses from such transactions in 
order for the capital gain rates to apply. 

“See Massillon-Cleveland-Akron Sign Com- 
pany, cited at footnote 4, at p. 85; Mellinger 
v. U. 8., cited at footnote 12. In each of these 
cases the taxpayer’s contention that 1939 Code 
Sec. 117(j) required capital gain treatment of 
gain realized upon the receipt of use and occu- 
pancy insurance proceeds was rejected, the 
proceeds being a reimbursement for lost profits 


@ Sec, 1231(b)(1) provides that for purposes 
of Sec. 1231 ‘‘the term ‘property used in the 
trade or business’ means property used in the 
trade or business, of a character which Is sub- 
ject to the allowance for depreciation provided 
in section 167, held for more than 6 months, and 
real property used in the trade or business 
held for more than 6 months ’ See 
also Sec. 1231(b)(2), (3) and (4) 
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The Section 1033(a) cases which 

have held that the involuntary- 
conversion rules are applicable to 

the proceeds of valued use and 
occupancy insurance policies are 
necessarily premised on the right to 
use and occupancy being ‘‘property.”’ 


the 
Pursuing 


intangible right to 
this, he might 


us¢ and occupant y 


that while 


} 


oT ae 


the 


continue 


, his 
| pny 
reciation 


dinary 


sical property has a basis 
may be 


the 


lot separate ly 


and depreciated, in 
right to 
paid 


tor de preciation (a zero 


not 


us¢ and occu 


for and has 
basis), and 
therefore “depreciable.” In 
that 1 


“mteg 


answer, 


it may be said the right te 


use and 
ral” and 
property destroyed, 
property ci 


por 


cupancy 1s an 


the 


“indispensa 
ble part ol no dis 
ection ot thie made S( is 


cle pre { iable ” 
Further, 


to claim that 


; 
mon 


and another 


~¢ parately 


occupane ropert 


acter which subjec to the Vance lor 


depreciation.” wuld be with 


force that thi ar: rizat is not lost 


separate 


some 


because in a particular cas oO 


theretor has been made 


payment 


the ¢ 


contention that 


en should 
the 


upancy 


ommissioner be able 
right to 
not depreciable prop 
business 


definition, the 


to sustain 


and o¢ 


the 
us¢ 


erty used in a taxpayer's trade or 


the ion 1231 


within gain 


ain because 
applies to the involun 


he ld ro! 


capital sets 


The term “capital 
1221 to mean 
xpayer,” with cer 
If the 


property 


section 
the ta 
not here applicable 


sé and occupancy 18 a 


12 Weat 
Dee. 14,335(M), 4 
ustc § 9452, 151 F 
that fact 
depreciated 


defining a 


6th Street 


CCH 


15-2 


Corporation, 
TCM 53, 57 (1945), aff'd 
(2d) 942 (CA-2), which held 
that a building had been fully 
immaterial for purposes of 
asset, and that the building 
iuse it was property 
the allow- 
Alamo Broad 


892, 15 TC 534 


the 
was 
capital 
capital 
eharacter 
ance for 


was not a asset bec 
which is subject to 
depreciation Cf. also 


Dex 17 


of a 


casting Company, Ct H 
642 (1950) 

“One of 
erty 


the 
used in a 
exception 


exceptions is 
trade or business 
should apply then of 
would be no need to even consider 
issets'’ definition 
“Cf 

rc 1450 
5), aff'd 


438 


depreciable 
But if 

course 
the 


prop 
this 

there 

‘capital 


Isadore 
(1951) 


59.9 | 


2-2 ST 


Golonsky. CCH Dee 
(nonacq 


200 F 


18,388, 16 
1952-1 CB 
(2d) 72 (CA-3) 


(reviewed) 


€ 9553 


June, 


right, it is “property” which is “held” by a 
* Indeed, the Section 1033(a) cases 
which have held that the involuntary-con 
version rules are applicable to the proceeds 
of valued use and oc upancy insurance poli- 
premised on the right 
being 
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cies are necessarily 
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In Isadore Golonsky,” the Tax Court, which 
was affirmed by the Third Circuit, held that 
the the 
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cert. den., 345 U. S. 939 (1953); McCue Brothers 
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670-671 (1953) (reviewed) (nonacq. 1953-1 CB 7), 
aff'd, 54-1 uste { 9273 (CA-2) 
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at footnote 21, at p. 686; 
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cited at footnote 14, at p 
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“The reader 
plications, in a particular case, of Lehman 
Company of America, Inc CCH Dec. 18,538 
17 TC 422 (1951) (acq. 1952-1 CB 3), which holds 
that for 1939 Code Sec. 117(j) purposes an in- 
sured must allocate insurance proceeds received 
on account of the destruction by fire of 


consider the im 


certain 
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Taxable Year in Which to Report 
Income from Insurance Proceeds 


In 1924, the ruled” that an ac- 
crual-basis taxpayer was required to accrue 
(1918) prior to the year of re- 
ceipt (1919), such portion of the proceeds 
of use and occupancy 
attributable to the 
which fell 


Bureau 


in a yeal 


insurance as Was 


days of nonoperation 
prior year.” 
adjusters in that instance had 
approved the insurance claim before the end 


which the 


insurance 


within the said 


Che insurance 


of the year in 


had bound the company to abide 


by the settlement agreement 


le SS Occur! ed, and 


In International Boiler Works Company,™ 
the Commissioner apparently followed the 
interpretation Solicitor’s Memo 
argued that an accrual- 
which received use and oc- 
cupancy insurance proceeds of $14,999.94 in 
1920, on account of a fire 
in 1919, was required to $7,500.02 
1919 income. The insurance was 
stated in the policy to be against 


made in 
randum 1658, for he 


basis taxpayer 


which 
report 


occurred 


thereot as 
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the loss of net profits on business prevented, 
and ] 


when the Board of Tax Appeals upheld 
he Commissioner’s allocation, it presumably 
at the $7,500.02 would have been 
int of additional profits realized by 


1919 


rule 


taxpayer in 


The above challenged by the 
taxpayer in Oppenheim’s, Inc. v. Kavanagh,” 


had there been no fire 


was 


(Footnote 48 continued) 
of its properties 
(depreciable buildings, machinery and 
ment) and other assets (inventory) destroyed 
U. 8. v. Koshland, 54-1 ustre © 9103, 208 F. (2d) 
636 (CA-9, 1953), rev’g 52-2 us { 9435 (DC Ore.) 

In Masstllon-Cleveland-Akron 
cited at footnote 2, a lump-sum payment re 
ceived under a fire insurance policy providing 
joint coverage for destruction of buildings, ma 
chinery and equipment applied through a 
single replacement fund in effecting their res- 
toration Pursuant to Sec. 112(f) of the 1939 
Code, no gain was recognized on the conversion 
even though the expenditures made from the 
fund to restore the machinery and equipment 
were less than the insurance company’s in 
demnification allowance therefor Cf. Interna 
tional Boiler Works Company, cited at footnote 
13, at p. 291, where separate insurance was 
carried against loss of materials, loss of build 
ings and loss of machinery, and the 
was permitted to segregate the amounts re 
ceived under the different policies for different 
properties, and to select those which it desired 
to subject to the genera! gain or loss provisions 
and those to which it desired to apply the in- 
voluntary conversion and replacement rules 
Horowitz Brothers & Margareten, CCH Dec 
18,472(M), 10 TCM 698 (1951) 


"S. M. 1658, III-2 CB 68 (1924) 
* The apparently treats the recovery 
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per-diem form, as one having the 
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f Internal Revenue v. Lyon, 
1938, 97 F. 2d 70 But prorating 
between the two fiscal years ending in 1943 
and 1944 was proper under The International 
Boiler Works Co., supra.’™ (90 F. Supp. 112.) 
The Lyons case by the 
district court suggests that had the taxpayer 
received the entire $58,000 in 1943, the full 
amount thereof 
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Case cited at footnote 13. In Williams Furni 
ture Corporation, cited at footnote 14, the 
sought to treat the valued per 
diem use and occupancy insurance proceeds 
there involved as reimbursement for lost profits 
On this basis he argued that the taxable pro 
ceeds should be prorated between two taxable 
years, presumabl$ on the basis that the lost 
profits related to those two taxable The 
board did not have to decide this issue because 
the entire proceeds were held not to be 
since they had been reinvested by 
in replacement property 

Case cited at footnote 4 
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1948. Prior to that it leased 


smaller quarters than 


those de 
stroyed 

‘In accord is Rite-Way Products, Inc 
Dec, 16,890, 12 TC 475 (1949) 
was 


CCH 
where an insured 
1943 on account of profits 
lost due to a fire and explosion which occurred 
in May, 1942, causing a few 
interruption All the events 
which fixed the liability 
amount of the 
covered T 


reimbursed in 


weeks of business 
occurred in 1942 
of the insurer and the 
insurance proceeds to be re 
he entire amount was held to be 
taxable in 1942, as contended for by the Com 
missioner 
North American Oil Consolidated + 
rc © 943, 286 U.S. 417 (1932) 
“ Case cited at footnote 21 


Burnet, 
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basis of an estimated total and partial loss 
of use and occupancy of the destroyed 
property extending into the year 1920. The 
insured argued that the income attributable 
to the receipt of use and occupancy in- 
surance proceeds, to the extent that such 
proceeds were not expended in replacing the 
destroyed property, should be deferred and 
allocated proportionately to 1919 and 1920.” 
The board replied that this contention might 
have weight if the use and occupancy policy 
represented reimbursement for lost profits.” 
The held that the income was 1918 
income just as it would have been had the 
insurance proceeds resulted from a volun- 
tary sale of the property 
amount in excess of the tax of the 
destroyed The thus car- 
ried over into its consideration of the proper 
year in nonreinvested valued 
use and occupancy insurance proceeds the 


boar d 


destroyed for an 
basis 
property board 
which to tax 


concept that the proceeds of such a policy 
plus direct-damage fire insurance proceeds 
“nothing than 
loss of the 


and its 


represents more compensa- 
useful value of the 


contents” to the insured 


tion tor 
building 


in its business.” 


The rules determining the taxable year in 
which to report income from the receipt of 
use and occupancy insurance proceeds are 
thus not the 
under 


same for proceeds received 
valued forms and those received un- 
der nonvalued forms. If in the Flaxlinum 
case the insurance proceeds had been paid 
over to the insured in 1919, the 


sale” rationale of 


“voluntary 
the case would still have 
to be accrued for tax 


required the incom 


purposes in 1918.” An extension of the 
rules f 


relating to the year of taxation of 
direct-damage fire insurance proceeds forti- 
fies the 1918 solution to this problem, for 
we have that the 


occupancy 


seen board 


has placed 


valued use and 


insurance pro- 
with them. The rule 


gain attributable to the receipt 


ceeds in like 
is that the 


category 


" The taxpayer made no effort to allocate any 
of the gain to 1918, because it was able by 
various emergency devices to continue full oper- 
ations through 1918, the effect of the fire on 
the business not being felt until 1919. See 
Flazlinum case, cited at footnote 21, at pp 
678, 688 

* But see case cited at footnote 55. 

* See Flaxlinum case, cited at footnote 21, at 
p. 688 

“cy Commissioner uv 
Company, 36-2 ust 


Union Pacific Railroad 
{ 9525, 86 F, (2d) 637, 639 
(CA-2) (In the instant case there was a 
contractual obligation to pay even though no 
notes or other evidence of debt were given 

The respondent's books were kept on an ac 
crual basis and the gain from the sale of the 
property was therefore taxable for the year 
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by an accrual-basis taxpayer of direct- 
damage fire insurance proceeds accrues as 
income in the year in which the fire occurs, 
where its liability is not contested by the 
insurance company. This is so, even though 
the exact amount of the company’s liability 
is not known (although ascertainable) in 
the said year, and even though agreement 
thereon is not reached until a subsequent 
taxable year.” 

Thus, if all the events necessary to fix 
the direct-damage liability of the fire in- 
surance company occurs within the taxable 
year and if the amount of the liability has 
become fixed or ascertainable, then income, 
if any, is realized at such time. If 
realized at the time 
liability does become 


not, 
when the 
fixed or ascertainable. 
In conformity with these rules, it was held 
in Georgia Carolina Chemical Company® that 
where there was a dispute as to the basis 
to be used in arriving at the liabilities of 
11 separate insurance companies under use 


income is 


and occupancy insurance policies issued by 
them reimbursing the insured for lost prof- 
its, the insured was not required to accrue 
the insurance proceeds as income until the 
claims were finally settled. The dispute in 
the case involved the question of whether 
the coinsurance clause, under which the lia- 
bility of each insurance company was lim- 
ited to 80 per cent of the loss insured by it, 
would be applied against the entire loss, 
including expenses incurred by the insured 
to reduce any loss under the policy, or only 
against the loss caused by actual suspension 
of business. 

The Tax Court felt that the fire in 1939 
gave rise only to contingent liability on the 
part of an insurance company, because the 
dispute over whether the coinsurance clause 
would be waived as to expenses incurred to 
reduce the loss “was so substantial that it 
could not be held that all the events neces- 
sary to fix the amount of the liability were 


when the contract was executed rather than the 
year when the payments were made."'); Helver- 
ing v. Nibley-Mimnaugh Lumber Company, 4 
ustc § 1254, 70 F. (2d) 843 (CA of D. C., 1934) 
See Harold W. Johnston, CCH Dec. 17,578, 14 
TC 560, 565-566 (1950) (reviewed). C. W. Titus, 
Inc., CCH Dec. 9205, 33 BTA 928 (1936), appeal 
dismissed, 88 F. (2d) 1007 (CCA-10, 1937), is not 
to the contra, for there all the accrual-basis 
seller had was an executory contract to sell, and 
any liability of the buyer to pay could only be 
shown by extrinsic evidence. 
"G. C. M. 14666, XIV-1 
Patrick MoGuirl, Inc. v 
1 9055, 74 F. (2d) 729 
Jacob Resler, CCH 
1092-1093 (1952) 


® CCH Dec. 


CB 181 (1935). Cf 
. Commissioner, 35-1 ustc 
(CA-2), with Estate of 
Dec, 18,701, 17 TC 1085, 


14,242(M), 3 TCM 1213 (1944). 
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complete and definite at the time of the 
filing [in November, 1939] of the proofs of 
”® The insured in the Georgia Carolina 
Chemical Company case actually received, in 
the taxable year 1939, certain sums in full 
some of its use and 
that extent 
there was an accord and satisfaction of the 
insured’s and the 
unrestricted use and en- 
the moneys became absolute at 
their 


loss. 


settlement of occu- 


pancy insurance policies. To 


contingent claims, 
right to 
jyoyment ot 
the time ol 


since 
insured’s 


receipt, the amounts so 


received were treated as income at the time 


of rece ipt 


There considerable 
uncertainty as to whether a dispute between 


would appear to be 


an insurance and an insured as 
to the a valued use 
and occupancy policy would delay the year 
in which receipt of the 
insurance proceeds would be taxable. Ther 
has 
and I leave it to the 
the holdings in the 


cited in the footnote below 


company 


former’s liability under 


any gain from the 


been 


no specif holding on the 


point, 
reconcile 


somewhat related cases 
4 


reader to 


Other Aspects 
of Use and Occupancy Insurance °° 


There seems to be a considerable differ- 
ence Of opimion among persons in the insur 
ance field as to the 


disadvantages of 


relative advantages and 


and nonvalued 
Fire 
insurance companies are generally opposed 
to valued whether such 


cover direct damage to property or conse 


valued 
forms of use and occupancy insurance 


policies, policies 


quential loss, such as that due to interrup- 
tion of business, whereas casualty insurancs 
companies which write boiler and machinery 
use and occupancy policies have no objec 
tion at all. In fact, an insurance company 

*“ Georgia Carolina Chemical Company, 
at footnote 62, at p. 1216 
Products Company, CCH Dec 
80777, April 20, 1936 

As to the year a loss may be deducted when 
there is a contested insurance claim, see Charles 
F. Jeffrey, CCH Dec. 19,672(M), 12 TCM 534 
(1953) 

“ Cf. 


cited 
See Cambria Clay 
9315-E, Dkt. No 


Patrick McGuirl, Inc. v 
cited at footnote 61 

CCH Dee. 13,340(M), 2 
First Bancredit 
poration, 35-2 


Coo N.. 3.) 


Commissioner, 
Twinboro 
TCM 369 
Corporation vv, 


Corporation 

(1943); and 
Flexlume Cor 
{ 9558, 10 F. Supp. 1015 
with Henry F. McCreery, CCH 
Dec. 1646, 4 BTA 967, 980 (1926); and Frost 
Lumber Industries, Inc. v. Commissioner, 42-2 
ustc § 9527, 128 F. (2d) 693 (CA-5), rev’g 44 
BTA 1249 (1941). 

*T am indebted to 
Cincinnati, Ohio 
Dallas, Texas, for 
nical insurance 
insurance 


UST 


James C. O'Connor, of 
and to John L. Tracy, of 
educating me in the tech- 
aspects of use and occupancy 
Responsibility for viewpoints ex- 


Use and Occupancy Insurance 


incorporated in one of the 48 states rarely 
will write a valued form of use and occu- 
pancy insurance in with a fire 
and extended coverage policy,” although 
many such could be 
obtained. other hand, in the 
occupancy insurance covering 
interruption of business arising out of boiler 


connection 


years axo insurance 


On the 
and 


case 
of use 


explosion and machinery damage, the valued 
form, providing for a specified daily indem- 
form in all 


almost 


standard and 


lorm 


nity, 18 a States 


is the used exclusively.‘ 


‘I he 


fire imsurance 


difference between the attitudes of 
casualty in 
valued 


policies 


and 
respect to 


companies 


surance companies with 


and nonvalued use and occupancy 


is claimed by the 
difference in the 


former to stem from a 


\ boiler 


written on a 


coverages written 
and machinery policy is spe 


cific schedule of objects, and damage to or 


destruction of any one of these objects, it 
shut down 
the entire production of the insured’s plant. 


The casualty 


is asserted, will generally not 


desc ribed as 
desirous of avoiding the detailed accounting 
iob which 


j 


companies are 


would be necessary in allocating 
loss of profits and expenses to the damage 
1 single they there- 


or destruction of a unit; 


adopted 
method of determining a _ use 


fore are said to have an arbitrary 


and occu 
pancy loss, since it is difficult and sometimes 
impossible to ¢ stablish the actual loss. Fire 
insurance companies, on the other hand, in 
writing nonvalued policies, insure the entire 
property total 

insured 


against the use and occu 


pancy value of the 


premises. In 
accordance with the basic principles of in 


should 
amount actually 
lost, and they maintain that they know from 
experience that it is possible to determine 


that they reim 


insured for the 


demnity, they feel 


burse the 


the amount of loss with substantial accuracy 


pressed herein as to valued and nonvalued forms 
is mine. 

“ Because of the general flexibility employed 
by inland marine underwriters, it is sometime 
possible to get valued forms on an “‘all risk 
basis in the inland marine department of an 
American fire insurance company, even 
the fire department in the same company 
not agree to a valued form if only the perils 
of fire and extended coverage were insured A 
policy written on an “all risk’’ basis would 
include insurance with respect to the perils of 
fire, lightning, windstorm, hail, tornadoes, cy 
clone, explosion, riot, civil commotion, smoke 
damage, vehicle damage, aircraft damage, van 
dalism, malicious mischief, sprinkler leakag« 
water damage, boiler explosion and breakdown 
of machinery 


thoug' 
would 


" This is so even though nonvalued use and 
occupancy insurance forms, basing recover 
on actual loss sustained, are available as stand 
ard forms in connection with boiler and 
machinery insurance 
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American fire insurance companies are stated 
to be able to valued forms of use 
and occupancy insurance,” but prefer not to 
write this they 


forms do not interests of 


write 


coverage, as believe such 


serve the their 


poli well as do nonvalued forms 


{ yholders as 


The major advantage of a nonvalued use 


and occupancy policy is stated by its pro 
ponents to be that it provides more adequate 
coverage to the insured than does the valued 
form. Few 


businesses operate evenly from 


day to day throughout the 


year; there are 
factors, and the like, to be taken 
Under the valued per-diem 
insured runs the 
(and the 
ticular instances, be 
the daily 


S¢ asonal 
into account 


form, the risk of being 


underinsured insurer may, in Ppar- 
overinsuring) 


fluctuations in the 


unless 
insured’s busi 


ness are not too great. The only safe way 


to assure the insured adequate coverage 


under all circumstances is to make the pet 


diem amount of 


under a valued 


times its 


insurance 
policy 365, 300 or 250 
daily anticipated loss 
terruption.' The fire 


feel that more 


greatest 
due to business in- 


msurance companies 


adequate and less expensive 
insurance coverage can be obtained through 
nonvalued use and occupancy insurance poli 

written under one of 


several coinsut 


that 
equal to a por 


torm 


which require in substance 


sured carry imsurancs 


his anticipated annual business in 


come ( 


Anot! er 


fered to 


certain expenses 


explanation which has been of 
difference in the atti- 
and the 
that, 


explain the 


tudes of the fire casualty insurance 


comipanics 1s 


historically, boiler and 


machinery 


insurance has been issued 


pri- 


marily to large industri 


where it is ex 


pected that the moral hazard is not great, 


while fire insurance companies deal with the 
p tblic 


enerally his is not a satisfactory 


explanation because, 


certainly, if a large 


corporation is permitted to take out valued 

“For example, I have 
the Associated Factory 
Companies are able to 
use and 


been 
Mutual Fire 
write valued forms of 
insurance in connection 
with fire insurance policies in all of the states 
in which they are licensed 


that 
Insurance 


informed 


occupancy 


The fraction used 
whether the business 
five days a week 

*"See Fire Casualty & Surety 
U. & O. B-1 (Fifth Printing, May, 1942), with 
respect to the use of nonvalued forms by 
manufacturing plants and mercantile establish- 
ments having seasonal variations. An excellent 
discussion of various nonvalued forms of use 
and occupancy insurance available for industrial 
plants is contained in an unpublished paper 
presented by John L. Pearson before the Fourth 
Annual Accounting Conference of the School of 
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use and occupancy insurance in connection 
with a boiler and machinery direct-damage 
policy, a fire insurance company should not 
feel that the same corporation offers a moral 
risk in connection with consequential dam- 
such as resulting from business 
interruption due to a fire. As to the ability 
to determine proper limits of coverage to be 
extended and rates to be charged for valued 
policies on 


age loss 
age, os 


a per-diem basis, since the cas- 
ualty companies have no difficulty in this 
regard, it would appear that fire insurance 
companies would have no difficulty. More 
over, it would seem that the diff 
which casualty companies are 
found to when 
due to the 
single 


some ot 


culties said 


to have exist 


determining 


loss 


consequential damage or 


unit would exist 
where a fire only partially destroys a manu 
facturing plant 


destruction of a 


No categorical 
that 


statement can be made 


from a purely business point of view, 
apart from the tax aspects, one form of use 
and occupancy 


other Each has its special advantages in 
particular situations.” 


insurance 1s superior to an 


The problem of which 
type to carry and the amount of coverage 
is a complex one, and a business enterprise 
would be well advised to consider 


with its msurance 


carefully 
counsellor which 


will meet its particular needs.” 


form 


which has 
no past experience as to profits and no reli- 


For example, a new business 


able guide to use to estimate future profits 


might prefer to carry a valued rather than 


a nonvalued form of use 


and occupancy 
business having no 


might 


insurance \ seasonal 


fluctuation also considers this 


torm 


using 


With either the valued or nonvalued form, 
the insured has the 


cl ecking 


occupancy 


burden of constantly 


its operations against its use and 
coverage to be certain at all 


With 


check 


times that it is adequately protected 


respect to the valued form, it must 


Business Administration 
November 12, 1953 

‘The insured's accountant should be called 
in to help the insurance counselor Jerome SS 
Miller 3uying and Administering Business 
Interruption Insurance,’ 16 New York Cer- 
tifled Public Accountant 552 (1946), points out 
that “‘The accountant is consulted relative to 
his clients’ Business Interruption insurance more 
often than in connection with most other forms 
of commercial insurance. His connection with 
it, moreover, is not merely transitory His 
advice properly should be sought at the in- 
ception of the policy term, at least once 
during this period, and certainly again should 
a claim occur under the policy The insured 
should also consult its attorney, in case of loss, 
to advise it as to legal and tax problems arising 
from the loss 


Rutgers University, on 
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that it 
insurance; with 


to see has a sufficient 
respect to the nonvalued 
that it is 


average or 


amount of 


1 
torm, it check to see 


with the 


must com- 


plying coinsurance 
clauses so that it will not be penalized should 


a loss occur i 
Some insurance men feel that because of 


taken 


loss 


the numerous 


factors which must be 


into account in order to adjust a 


the nonvalued form, it is only theo- 


2 The difficulties encountered by those using 
coinsurance two-item forms and the coinsur 
earnings forms are discussed by 
Klein in Business Interruption Insur- 
Extra Expense Insurance as Written 
Insurance Companies in the United 
and Canada (The Rough Notes Com- 
pany, Inc., 1950); Joseph F. Sullivan, ‘Fire 
and Business Interruption Claim Problems,”’ 
32 N. A. C. A, Bulletin 1050, Sec. 1, May 1951; 
Miller, article cited at footnote 71 

Another type of use and occupancy insur- 
ance which is written is the nonvalued agreed 
amount form, which provides that if the in 
sured will file certain periodic statements of 
values, the insurer will accept insurance on this 
amount as compliance with the coinsurance 
possibility of a coinsurance penalty 
is thus avoided. 

A valued form which on occasion has been 
used by oll refineries taking out use and occu 
insurance in connection with direct 
insurance covering loss due to fire 
lightning vandalism malicious mischief and 
other perils is one under which there is a fixed 
per-diem amount paid for each day of total 
suspension of business, but the insuring clause 
relating to partial suspension of 
somewhat as follows 

Partial Suspension If 
destroyed or 


ance gross 
Henry C 
ance and 
by Fire 


States 


claus¢ any 


pancy 
damage 


business reads 


said 
damaged by any 
perus so as to 
in or change of production, then this insurance 
ll be liable for the amount (as determined 
the Arbitrators) that the actual earned profit 
the Assured for each day of the period of 
tial suspension is less than $ per 
said actual earned profit shall be calcu 

as per the Reporting Form set forth 


property 1S 
one or 
result in a 


of said reduction 


vould 
partial 
sured in 


seem that the employment of 
suspension clause 


such 
subjects the in 
under the 
suspension of 


case of a recovery 
ount of partial 

the risk of the Internal Revenue Servic 

ntending that the proceeds do not come under 
Code 112(f) or 117(j) and are taxablk 
income Where the per-diem rate 
insurer to the insured in case 


policy 
n a 


business 


Secs 
is ordinary 


oO be paid by the 
f total suspension of business is identical with 
base figure used in the partial 
‘ milar difficulty may be encountered 
t yh the insured in case of total suspension 
f business has a stronger argument that those 
ply If the base figure itself 
arrived at through a formula seeking 
to determine lost profits, it will appear that 
with the partial suspension clause such 
it set forth above, the formula used to 
the extent of partial interruption of 
business should not be treated under ‘the de 
ided cases as making the insurance proceeds 
the equivalent of reimbursement for lost profits 
for tax purposes t 


suspension 


sections do ap 


S$ not 


letermine 


Use and Occupancy Insurance 


retically that a 


policy 


true nonvalued and 
provides more adequate 
coverage than does the valued form. Prac 

tically, they sufficient 
number of pitfalls in the nonvalued policy 


with re spect to prool of loss ™ 


use 
occupancy 
say, there are a 
by the insured 
to reduce materially the amount of 
recoverable, with the result that the 


loss 
insured 


may collect substantially 


less than the amount 
of its actual loss."* Under the valued form, 


*% Miller, article cited at footnote 71, at pp 
564-565, asserts that a nonvalued business inter 
ruption claim is no different in essentials from 
any other insurance claim, but Sullivan, article 
cited at footnote 72, at p. 1055, emphasizes the 
difficulties of settlement, and at p, 1058 states 
that the preparation of forecasts and of proje« 
tions of operations for the 12-month period 
immediately following a fire, as required under 
the terms of the contribution clause, are ‘‘prob 
ably the two most important and most dilflicult 
problems encountered in preparing a business 
interruption claim.’ Pearson, unpublished 
paper cited at footnote 70, at p. 19, 
the problem of how nonvalued 
justed, as 


discusses 
losses are ad 
follows 

‘This question is raised frequently and there 
is no simple answer or formula that can be ap- 
plied. It is difficult to obtain an answer even 
from experienced adjusters of use and occupancy 
losses A use and occupancy must truly 
be adjusted No definite procedure 
is available must be treated 
separately and a solution reached on the basis 
of the conditions that exist at the time of the 
loss, and by the application of the basic terms 
of the policy itself In cooperation with the 
assured the adjuster must find a logical method 
of procedure from his own and 
know ledge Books have been written showing 
various use and occupancy losses have 
adjusted in individual cases. Sometimes 
the procedure for determining a loss is similar 
to that followed in building up the value for 
insurance except that the calculations are for 
the period that production or business is inter 
rupted A simple case would be that of the 
manufacturer of a single product, where the 
number of units which are prevented from 
being produced can easily be determined, and 
the net profit and overhead on each unit is 
definitely known In arriving at the amount 
of loss, due consideration is given to the ex 
perience of the prior to the 
the probable experience thereafter 

* Klein, work cited at 
States as follows 

The majority of Valued Form Busi 
ness Interruption Insurance policies are written 
where the Insured 
able Interest in the 
unable to predict the amount of 
ings or anticipates great 
the actual amount of 
fore desires a 


loss 
outline of 
because each loss 


experience 


how 


been 


business loss and 


footnote 72, at p. 12 
great 


although having an 


object of coverage 


Insur 
feels 
future earn 
difficulty in proving 
loss sustained He there 
which will pay a fixed 
sum per day, per week or per month of busi- 
ness suspension, without proof of actual loss 
sustained : 
While it is 
policies 
parties 
siderably 
ance 


policy 


possible that Valued Form 
been or may be secured by 
with an Insurable Interest con 
less than the fixed amount of insur 
secured, such cases are believed to be 
exceedingly rare."’ 


have 
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the adjuster, as in the Williams Furniture 
case,” must determine the number of days 
which it takes the insured to repair or 
replace the damaged property through the 
use of due diligence. He must also deter- 
mine the reduction in output during any 
period of partial shutdown, but if the shut- 
down is total then only the first determina- 
tion is necessary. Thus, the area of possible 
dispute determining the amount of recover- 
able loss is not as great as under nonvalued 
forms.” 


Insurance men who favor valued forms 
of use and occupancy insurance also main- 
tain that while, theoretically, the premium 
cost per $100 of insurance coverage under 
a valued form is higher than under a non- 
valued form, in practice this is not neces- 
sarily so, and can even be less. Since the 
insured dollar amount of 
day of total interruption of 
premium payments can be re- 
duced without the risk of penalty under a 
commsurance 


can choose the 
coverawLve per 


business,” 


clause; the insured can buy as 
little feels it 
without being concerned in case of 
fire or other casualty loss with the burden 
of proof of the amount of loss under a 
net-profits formula, For these and other 
good many businesses in the 
United States do take out valued forms of 
use and occupancy insurance in connection 
with policies covering direct damage due to 
fire. Such policies can be and are written 
through the underwriters at Lloyd’s of 
In addition, such policies will on 
occasion be written by an American fire in- 
surance company by making a special filing 
with the particular state insurance depart- 
ment concerned. In states, valued 
policies can be written through a broker 
dealing with the underwriters at Lloyd’s 
without the necessity of a filing, 
because such “surplus line.” 


much or as insurance as it 


needs 


reasons, a 


London. 


some 


special 
insurance is a 

*® Case cited at footnote 14 

“I have in my files a number of valued forms 
of use and occupancy insurance used in con- 
nection with fire and other policies insuring 
against direct-damage loss A not unusual 
clause in such policies issued by Lloyd's under- 
writers is the following 

‘It is a condition of this 
case the Assured and the 
unable to agree as to the 
rebuild, repair or 
erty, and/or the 


insurance that in 
Underwriters are 
time necessary to 
replace the described prop- 
value of the subject of this 
insurance, and/or the amount of loss thereon 
the same shall be determined by appraisal] as 
follows the Assured and the Underwriters 
shall each name a competent and disinterested 
appraiser and the two so chosen shall before 
proceeding further, appoint a competent and 
disinterested umpire. The appraisers together 
shall estimate and appraise the amount of loss 
hereunder and, falling to agree, shall submit 
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Conclusion 


The reader should be reminded that the 
amount of direct damage caused by a fire 
or similar catastrophe is not the entire loss 
sustained by a business enterprise, and that 
in many instances the loss due to the busi- 
ness being deprived of the use of its land, 
buildings and equipment can be far out of 
proportion to the actual physical damage 
sustained. Because a comprehensive busi- 
ness-insurance program include not 
only direct-damage insurance but also use 


must 


and occupancy insurance, the business and 
tax aspects of the latter should be under 
stood. Since insurance against loss is the 
primary consideration, the tax aspects are 


only of secondary when the 
nonvalued policy is 


become of 


importance 
valued or 

but substantial 
importance after a loss has occurred and 
insurance 


choice of a 
being made, 


have been recove red. 
flow from the 
a nonvalued type of 
insurance to meet the 
insured’s needs if a loss should occur and, in 
the case of a difficult choice, the tax factor 
may sway the decision. 


proceeds 
Certain tax consequences 
choice of a valued or 
use 


and occupancy 


Moreover, in the 
case of a loss the insured business is vitally 
interested in the tax liability, if any, which 
will be incurred by it should the insured 
choose to reinvest the insurance proceeds in 
property similar or related in service or use 
to the property destroyed or damaged, or 
should the insured merely add the insurance 
proceeds to available working capital. For 


all these reasons, those businesses 


which 
presently carry use and occupancy insurance 
should take a second look at their insurance 
program, and which do not 


take a long first look. 


those should 


[The End] 


The award 
in writing duly verified by any two shall deter 
mine the amount of loss. 





their differences only to the umpire 


“The Assured and the Underwriters shall 
each pay the fees and expenses of the respec- 
tive appraisers appointed by them and shall 
bear equally the expenses of the appraisement 
and the charges of the umpire.”’ 

One insurance agency which has _ written 
policies containing this clause states that the 
loss adjustment is practically simplicity itself 
This is not possible under the non-valued 
policy.’’ Perhaps what the last sentence means 
is that American fire insurance companies gen- 
erally will not consent to having someone not 
in their employ determine the amount of lost 
profits and therefore the amount of the com- 
pany'’s liability under a nonvalued use and 
occupancy policy. 

™ See footnote 74 
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Audit Income and Taxable Income 


Now Are Closer to Being the Same than 


Ever Before, Reports the Author 


Changes in Deductions 


Under the 1954 Code 


By ROY G. BROWN, CPA, Eberhart and Brown, Tulsa, Oklahoma 


‘OME of the most appealing parts of the 
oe | 


954 Code are the sections relating to de- 
ductions. Since all taxpayers are interested 
in new deductions and new ways in which 
they can legitimately lower their tax bur- 
den, this subject has been more widely read 
and has received more publicity than some 
of the sections which are limited in results 
to a lesser number of taxpayers. The changes 
in deductions, too, are almost entirely pro- 
taxpayer, which adds to their popularity. 


Personal Exemptions 


Under the 1954 Code, the $600 personal 
exemption is deduction from 
gross income instead of a credit against net 
income. Under the previous law, no person 
who had more than $600 of gross income for 
the taxable year could be claimed as a de 
pendent. Under the new law, the $600 limit 
does not apply to the income of a dependent 
child under 19 years of age, or to a child 
who is 19 or older but 


treated as a 


who is a full-time 
student at a school or college during each 
of five calendar months during the calendar 
year in which the taxpayer’s year begins, 
or who is pursuing a full-time course of 
institutional on-farm training under the super- 
vision of an accredited agent of an educa 
tional institution or of a state or political 
subdivision. Such children may be claimed 
as dependents regardless of how much in- 
come they earn so long as more than one 
half of their support is paid by the taxpayer 
The amount of a scholarship need not be 
considered in determining more than one 
half of support. 

The new law also adds two new depend- 
ents. The first is any individual whose 
principal place of abode is the taxpayer’s 
home and who is a member of the tax- 


Deductions 


payer’s household. This brings a foster 
child and children in the home awaiting 
adoption within the classification of a de- 
pendent. The second dependent is a cousin 
in an institution; this individual must be a 
child, grandchild or other descendant of 
taxpayer’s uncle or aunt, and for the taxable 
year must receive institutional care because 
of mental or physical disability, and before 
receiving the institutional care, must have 
been a member of the same household as 
the taxpayer. 

The new law permits several persons—no 
one of whom furnished over 50 per cent of 
the support but of whom furnished 
more than 10 per cent and who, as a group, 
furnished more than 50 per cent—to choose 
one from the group to claim the deduction. 
Each person of this group who contributed 
more than 10 per cent of the support must 
file a written declaration that he will not 
claim such individual as a dependent for 
any taxable year beginning in such calendar 
year. This new section will provide relief 
for many taxpayers, especially those who 
support their parents. 
action must be 
member of the 


each 


However, positive 
taken to insure that 
family will be allowed to 
claim the dependent 


one 


Real Estate Taxes 

When a taxpayer buys or sells real estate 
in 1954 or in a later year, the real estate tax 
deduction must be apportioned between the 
seller and purchaser in proportion to the 
number of days the property was held by 
each in the real-property tax year. This 
proration is required whether or not the 
seller and the buyer actually apportion the 
tax and whether they are on the cash or 
accrual basis. If one of the parties is on 
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When Mr. Brown spoke on this subject 
before the University of Oklahoma 
tax conference last November, he 
also discussed depreciation. That 
part of his paper has been omitted 
because the topic has been 

presented in detail in several 

recent TAXES articles. 


the accrual method and has not made an 
election to accrue real estate taxes under 
the new Section 46l(c), he will, neverthe 
less, be treated as having accrued on the 
date of sale that portion ot the real prop 
erty tax which would be applicable to him 
Likewise, the buyer is responsible for the 
real property taxes beginning with the date 
of sale and, therefore, may deduct whether 
he is on a cash or accrual basis—that por 
tion of the taxes for the portion ot the tax- 
able year whether he actually pays the taxes 
or not If the seller has deducted more 
than his proportion of the tax as an expense, 
he must include such excess in gross income 
in the year of sale if the prior deduction 
resulted in a tax benefit 


The 1954 Code provides that an accrual 
basis taxpayer may apportion real estate 
taxes ratably over a period of time to which 
the taxes pertain. If the election is not 
made in the first year beginning after De- 
cember 31, 1953, and ending after August 
16, 1954, the taxes are assumed to accrue on 
the date when the tax becomes a lien on the 
property. This elective rule applies only to 
taxes which are deductible in a year be 
ginning after 1953. 


Bad Debts 


Under the 1939 Code, debts incurred in 
connection with a trade or business which 
became worthless after the noncorporate 
taxpayer ceased to be in that business were 
nonbusiness bad debts and treated as short 
term capital losses Under the new law, 
such losses are business bad debts and de- 
ductible in full, rezardless of whether or not 
the taxpayer continues in that trade or 
business 


Guaranty or indemnity losses by a non 
corporate taxpayer of a noncorporate obli- 
gation are also now considered as business 
bad debts However, the proceeds of the 
loan must have been used by the borrowert 
in his trade or business, and the debt of the 
borrower must have been worthless to the 
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pefson to whom the guarantor or endorser 
made the payment. 


Charitable Contributions 


Charitable contributions are now some- 
what more liberal than under the old law 
For indviduals, the old 20 per cent of ad- 
justed gross income limitation on deductions 
for contributions has been changed to allow 
an additional 10 per cent for contributions 
made to churches or an association of 
churches, educational organizations which 
maintain a regular faculty and curriculum, 
or to tax-exempt hospitals whose principal 
function is to provide medical and hospital 
care. The individual taxpayer then may 
utilize 30 per cent of his adjusted gross 
income for contributions by contributing 20 
per cent to other qualified charities and 10 
per cent to the specified types of organiza 
tions named above 


Three new types of organizations have 
been added for which contributions by cor- 
porations may be deducted. They are or- 
ganizations for the prevention of cruelty to 
animals, political subdivisions of United 
States possessions and certain cemetery 
companies. The new Code also makes it 
necessary for corporations to take into ac- 
count the new deduction of corporate or- 
ganization expense for determining taxable 
income to which the 5 per cent limitation 
applies. However, taxable income is now 
determined without regard to any net operating 
loss carry-back. The new law also makes it 
possible for corporations to carry over to 
the two succeeding years contributions 
which exceed the 5 per cent limitation. 


The new law also permits an unlimited 
contribution deduction if 90 per cent of tax- 
able income less tax has been given in each 
of eight out of ten preceding years. The 
former law required ten out of ten years 


Another change disallows a deduction for 
transfers to a charitable trust where the 
grantor has a reversionary interest of more 
than 5 per cent of the property. 


Amortizable Bond Premiums 


The new law continues the provision in 
the old law that bond premiums may be 
amortizable to maturity or to the earlier call 
date. However, the “earlier call date” must 
now be more than three years from the date 


of issue of the securities. ‘The provision is 
not retroactive but applies to taxable bonds 
issued after January 22, 1951, and acquired 


by the taxpayer after January 22, 1954. This 
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change has the effect of limiting but not 
preventing the tax avoidance formerly used 
sO much since now the write-off of 


bond premium is three 


fastest 
years. 

When a bond is called before 
date, the 
may be 


its maturity 


remaining unamortized 


premium 
deducted from ordinary income in 
the year it is actually called and not treated 


as a capital loss 


Net Operating Loss Deductions 


The new Code provides that for taxable 
years ending after 1953, a net operating loss 
may be back instead of 
This section does not apply tor excess 
profits tax purposes, nor does it change the 
five-year carry-forward provision. For com 


carried two years 


one 


puting the amount of the net operating loss, 
there are some important changes effective 
December 31, 1953 


The one which is probably the most import 


for years ending after 


ant and appealing to taxpayers in our section 
of the country is th 
pletion. 


adjustment for de- 
Many oil producers may now have 
operating loss deductions never possible in 
prior years, since the excess of percentage 
depletion over cost depletion does not have 
to be added back to income Other adjust- 
ments which are not required now are 
tax-exempt interest and, in the case of cor 
porations, the dividends-received deduction 
Losses sustained in the years 1952 and 1953 
must be adjusted as provided for in the 1939 
Code. Calendar year 1956, then, is the first 
year that these 
effective. 


provisions can become fully 


The new law has clarified individual net 


regarding from the 


and the 


losses losses 


operating 
sale of business 
sale of a business. Such 
definitely permitted as a 
operating loss deduction 


The deduc 
tions may also have an advantage as to con 
tributions and The net 
is disregarded in 
limitation for 


assets used in a 


losses are now 


part of a net 


taxpayer who itemizes other 


medical expenses. 
operating loss carry-back 
computing the contributions 
but is considered in the computation of ad 
justed 
medical-expense limitation. 


gross income to determine the 


Research and Experimental Expenses 


Under the old law, there was considerable 
confusion regarding deductibility or capital- 
ization of and 


research experimental ex- 


penses, and although the new law makes no 
distinction between the 


two types of ex- 


penditures, it offers the taxpayer the election 


Deductions 


to capitalize or to expense research and 
experimental expenditures incurred by him 
in connection with his trade or business. A 
taxpayer may amortize the 


over a period of 


expenditures 
not less than 60 months, 
beginning with the month in which he first 
realizes benefits from such expenditures, if 
the expenditure is not for depreciable or 
depletable property. Mineral-exploration ex 


penses do not come under this new provi 


$10n. The cost ot depre¢ iable or depletable 
land or buildings to be used in connection 
with research and experiments is not in 


cluded in the election to 


expense If the 
expenses result in a depreciable capital item, 
either they must be deducted immediately if 


election is made or they must be amortized 


over the life of the item. For example, if 


the expenses re sult in a patent, the costs 
may be deducted immediately or amor- 
tized over the life of the patent. The elec 
tion to expense is exercisable without 
approval in the first year beginning after 


December 31, 1953, and the election should 
be made by a attached to the 


details as to type, 


statement 
return setting forth the 


amount and nature of the expenditure. 


Farmers’ Soil and Water Conservation 
Expenses 


All expenditures for improvement of land 
which is used in farming, such as costs of 
terracing, contour farming, leveling, grad- 
ing or any other cost for the prevention 
of soil erosion, may now be deducted, in full 
However, the deduction is limited in any 


year to 25 


one gross farm 
that Any excess may be 
deducted in subsequent years, and the ex- 


carried 


per cent of the 
income tor year 
considered the 
Any 
installation 
or improvement of assets, which costs would 
normally be 


must be 


cess 


first 
expenditures for 


ove! 
expenditure for the later year. 


construction, 


recoverable through deprecia 
tion, are not allowable as costs of improve- 
ment of land or soil erosion. The taxpayer 
may elect to capitalize or deduct these soil 
without 
the consent of the Treasury Department, in 
his first 
but to change 


and water conservation expenses, 
beginning after 1953, 
method elected at 
permission of the 
Internal Revenue. Once 
made, the election is binding for all suc 


ceeding years until permission is granted to 


taxable year 
from the 


any time requires the 


Commissioner of 


change. 


Expenses for Production of Income 


certain ex 
production 
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The new law provides that 


penses paid or incurred for the 








or collection of income or for the deter- 
mination, collection or refund of any tax are 
deductible. This would include expenses of 
contesting a gift tax deficiency, whereas, 
under the old law, such expenses in the case 
of gift taxes were not deductible. These 
expenses are not deductible in arriving at 
adjusted gross income but are deductible in 
computing taxable income. 


Medical Expenses 


Several changes have been made in the 
medical-expense deductions which have an 
over-all effect of substantially increasing the 
deduction for most taxpayers. The medical 
expenses are now divided into two parts: 
those that include doctor and hospital bills, 
principally, and those that include expendi- 
tures for medicines and drugs. The limita- 
tion placed on the first category is that 
medical expenses which exceed 3 per cent 
of adjusted gross income are allowed as a 
deduction, whereas, under the old law, this 
amount was 5 per cent. This limitation does 
not apply to taxpayers who are 65 years of 
age or over. The limitation which is applied 
to the second category for medicines and 
drugs is that they are deductible only to the 
extent that they exceed 1 per cent of ad- 
justed gross income. This limitation applies 
to all taxpayers, including those over 65. 
The upper limitation is increased to $2,500 
for each exemption, instead of $1,250 under 
the old law. Single persons or married per- 
sons filing separate returns can deduct up to 
$5,000. Heads of households, married per- 
sons filing joint returns, or widows and 
widowers who qualify for income splitting 
for two years after the spouse’s death can 
deduct up to $10,000. 

The new law also permits medical ex- 
penses to be deducted on the decedent’s in- 
come tax return for the year in which the 
expenses were incurred if the expenses are 
paid within one year after death and if the 
deduction would be allowable as an estate 
tax deduction. In order to take this de- 
duction, a statement must be filed that it has 
not been claimed or allowed as an estate 
tax deduction. 


Expenses of travel undertaken under 
doctor’s orders qualify under both the old 
and new laws as medical expenses, but the 
new law limits these expenses to actual 
transportation and does not include living 
expenses while away from home. The com- 
mittee reports on the new law, however, 
state that room and meals provided by a 
hospital and included in the bill are medical 
expenses 
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Expenses for Care of Dependents 


Under the new law, there is a deduction 
available to working women and to men 
who are widowers, legally separated or 
divorced, who must pay for the care of 
their children or dependents in order to be 
gainfully employed. The dependents must 
be a son, stepson, daughter or stepdaughter 
who is under 12 years of age or a dependent 
who is physically or mentally incapable of 
caring for himself. The limitation on this 
deduction is $600 and is in addition to the 
regular $600 dependency deduction, but in 
order to take this deduction, the money 
must actually be spent. When a dependent 
ceases to qualify, only the expenses up to 
that time are deductible; the deduction can 
only be taken for amounts paid while the 
taxpayer is actually employed or while he 
is looking for work. In the case of a mar- 
ried woman who works, there are two addi- 
tional limitations to her deductions. First, 
she may take the deduction only if she files 
a joint return with her husband. Second, 
the dependents’ care deduction must be re- 
duced by the amount that their adjusted 
gross income exceeds $4,500. But, if a hus- 
band is incapable of supporting himself for 
physical or mental reasons, these limitations 
do not apply. 


Intangible Drilling and Development Costs 


The 1954 Code makes no change in the 
option to expense or capitalize intangible 
drilling and development costs, but in the 
past it was granted only under administra- 
tive regulation promulgated by the Treasury 
Department and was not a part of the tax 
law. This option has been incorporated 
into the new Code by requiring the Treas- 
ury to prescribe regulations which grant 
the option to expense intangible drilling and 
development costs. This will place the 
option beyond any judicial or administrative 
interpretation to which it has been exposed. 


Interest on Single-Premium Annuities 


Under the old law, a deduction was not 
allowed for interest paid on money bor- 
rowed to pay for a single-premium life 
insurance contract, but this provision did 
not apply to single-premium annuity con- 
tracts. The new law disallows the deduction 
also for single-premium annuity contracts 
if the contract was purchased after March 1, 
1954. Under the old law, a single-premium 
contract was one for which substantially all 
the premiums were paid within four years 
from date of purchase; the new law adds 
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that if an amount is deposited after March 
1, 1954, with the insurer for payment of a 
substantial number of future premiums on 
the contract, it will be considered a single- 
premium contract. 


Losses Disallowed to Related Entities 


Three new additions to the group of re- 
lated taxpayers for disallowance of loss 
purposes have been named in the 1954 Code. 
They are: (1) a fiduciary of one trust deal- 
ing with the beneficiary of another trust 
with both trusts having the same grantor; 
(2) a fiduciary 
corporation 


of a trust dealing with a 
which is owned or controlled 
by the grantor or trust; (3) an individual 
dealing with an exempt organization which 
is owned or controlled by the individual or 
his family. 

When a transaction occurring between re- 
lated entities results in a loss, no loss, of 
course, is allowed to the transferor. The 
new Code does provide, however, that a 
transferee has to realize gain on a subse- 
quent sale to an unrelated person only to 
the extent of his selling price less the basis 
in the hands of his transferor. No loss can 
be taken by using the basis of the trans- 
feror except by the transferor. The basis 
for depreciation and the holding period in 
the hands of the transferee are not affected 
by the new law. These provisions are ap- 
plicable to taxable years ending after 1953 
and only to transactions made by the trans 
feree after 1953 


Acquisitions to Evade or Avoid Income Tax 


The new Code includes a provision identical 
to former Section 129 which attempted to 
bar the acquisition of a loss corporation to 
avoid or evade taxes. This section applies 
to (1) direct or indirect acquisition of a 
corporation or (2) the acquisition by one 
corporation of the property of another cor- 
poration. The difficulty for the Commis- 
sioner under the old law was to prove that 
the principal purpose of the acquisition was 
to avoid or evade taxes. But for acquisi- 
tions after March 1, 1954, the new law will 
consider it prima-facie evidence as a principal 
purpose to avoid or evade taxes if the con- 
sideration paid by the buyer was substan- 
tially disproportionate to the total of: (1) 
the adjusted basis of the property of the 
acquired corporation; (2) any other tax 
benefits which would not be available except 
through the acquisition. 


The benefits of a loss carry-over world be 
part of (2). This places the burden of proof 
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on the taxpayer that the acquisition was 
made for reasons other than evasion or 
avoidance of taxes, and it may now be as 
difficult for a taxpayer to prove his case in 
a legitimate acquisition as it was for the Com- 
missioner to prove his case under the old law. 


Under the new law, if 50 per cent or more 
of a corporation’s stock changes ownership 
during a period of two years as the result 
of a purchase or redemption of stock and, 
in addition, the corporation does not con- 
tinue to carry on a trade or business sub- 
stantially the same as before the change in 
stock ownership, any net operating 
carry-overs are substantially eliminated. 


loss 


Hobby-Loss Limitations 


The hobby-loss provision is carried into 
the new law, and, under both the old and 
new law, $50,000 for 
each of five consecutive years are not de- 
ductible Under the old law, taxes and 
interest were not included in determining 
the amount of the loss for any one year 
and were deductible in excess of the $50,000 
limitation. The new law is somewhat more 
lenient; exceptions in determining whether 
the $50,000 loss limitation applies now in- 
clude interest and 
abandonment losses, 


losses in excess of 


taxes, casualty and 
loss carry-backs and 
carry-overs, losses and expenses of farming 
which are attributable to drought, and ex- 
penditures which can be either deducted or 
capitalized at the taxpayer’s option. These 
expenditures include intangible drilling costs, 
experimental and research costs, and soi! 
and water conservation costs. 


In summary, the new Code offers changes 
in deductions, some of which most tax- 
payers can advantageously use to reduce 
their income taxes. Some of the changes 
affecting probably the greatest number of 
taxpayers (which an attempt has been made 
to discuss above) are additional dependents, 
the deduction of property taxes, accelerated 
depreciation, increase in allowable contribu- 
tions and medical expenses, and expenses for 
care of dependents. 


With respect to almost all of the changes 
in deductions under the new Code, the 
public practitioner who often must report 
and certify financial statements for various 
stockholders and owners can now report 
that audit income and taxable income are 
closer to being the same than ever before. 
Many changes in the new law reflect a 
greater tendency to adhere to generally ac- 
cepted accounting principles in the deter- 
mination of taxable income. [The End] 
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Unfortunately, Savings in 
Estate Taxes Do Not 


Always Accrue Painlessly 


Life Insurance 


 Caecgd CHANGES in the 1954 Internal 

Revenue Code carry greater potential 
benefits for the individual taxpayer than the 
revised treatment of life insurance proceeds 
for federal estate tax purposes. The new 
provisions represent the latest step in what 
appears to be a concerted effort to minimize 
the impact of estate taxes without a reduc- 
tion in rates. Added to the marital deduction, 
the liberalized provisions relating to trans- 
fers in contemplation of death and the credit 
for property previously taxed which passes 
to a surviving spouse, the cumulative effect 
can be, where these tools are effectively 
utilized, to reduce the estate tax burden to 
a fraction of what it would have been prior 
to 1948. The following examples indicate 
the extent of the possible savings in some 
typical situations: 


Assume an adjusted gross estate (gross 
estate less allowable deductions such as debts, 
administration expenses, etc.) of $200,000, 
in which life insurance proceeds amount to 
$80,000. Prior to 1948, the federal estate 
tax would have been approximately $32,000. 
Thereafter, through the utilization of the 
marital deduction, the tax could have been 
reduced to $4,800. Now, through the proper 
assignment of life insurance policies, the 
tax can be entirely eliminated. In an ad- 
justed gross estate of $500,000, of which 
$100,000 represents life insurance proceeds, 
the tax prior to 1948 would have been about 
$115,000. Thereafter, with the marital de- 
duction, the tax could be reduced to $45,000, 
and finally, with the assignment of life in- 
surance policies, the tax would amount to 
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$32,000, or little more than one quarter of 
what was payable prior to 1948. 


In a $1 million estate, with insurance pro- 
ceeds of $250,000, the tax can be reduced 
from $300,000 to $85,000, in round figures, 
by utilizing these estate-planning tools. 


Unfortunately, these savings do not al- 
ways accrue painlessly. The new provisions 
relating to the federal estate taxation of life 
insurance proceeds, though deceptively simple, 
raise a host of legal questions and personal 
implications which are of serious concern 
to both the insured and his adviser. There 
is no doubt, however, but that thoughtfully 
utilized, in proper circumstances, these pro- 
visions can produce attractive tax savings 
without unduly upsetting the estate owner’s 
personal security and plans for his family. 


Background to New Law 


The complex qualities of the life insur- 
ance contract have made it a difficult subject 
for federal taxation. Complicating matters 
further was the favored position which in- 
surance has always occupied because of its 
social implications." As Mr. Justice Cardozo 
underlined: “Insurance for dependents is 
today in the thought of many a pressing 
social duty. Even if not a duty, it is a com- 
mon item in the family budget, kept up very 
often at the cost of painful sacrifice, and 
abandoned only under dire compulsion.” ? 


The first statutory language in the Reve- 
nue Act of 1918 dealing with the taxation, 
at death, of life insurance proceeds possessed 
the merit of brevity, if not lucidity. Pro- 





1As of January 1, 1953, there were over 219 
million individual life insurance policies, carry- 
ing a face value of more than $276.6 billion, 
owned by 88 million policyholders. 


2 Burnet v. Wells, 3 usrc § 1108, 289 U. S. 670, 
681 (1933). 
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eM@New Revenue Code 


By HARRY YOHLIN 
Philadelphia Attorney 


ceeds in excess of $40,000 were taxable if 
receivable by beneficiaries “as insurance under 
policies taken out by the decedent upon his 
own life.” * 


It soon became evident that the nature of 
life insurance did not allow for such simple 
Statutory treatment A number of 
quickly arose revolving around the mean 
ing of the term “life insurance.” * Even mare 
significant was the interpretation to be ac- 
corded to the cryptic words “taken out by 
the decedent upon his own life.” * To clarify 
this language, the Treasury Department re- 
sorted to the specific criteria of who paid 
the premiums and who owned the incidents 
of ownership. The Commissioner of Internal 
Revenue singularly irresolute in de- 
ciding which of these tests to adopt, and 
ludicrously resembled the man on the flying 
trapeze. First, the regulations adopted the 
premium-payment test. Next followed a 
shift to the incidents-of-ownership test," and 
subsequently to a combination of both.’ But 
these gyrations had not yet ended. Once 
more, the Treasury Department swung back 
to the incidents-of-ownership criterion,’ only 


cases 


was 


to shift again to the premium-payment test.” 
After a history of almost 25 years of vacilla- 
tion in the this 
statutory provision, the Treasury 

ment had now completed the cycle. 


administration of vague 


Depart- 


* Sec. 402(a) of the Revenue Act of 1918. The 
$40,000 exemption did not apply to proceeds 
payable to the insured’s executor. 

*The taxpayer sought to prove that certain 
benefits, such as annuities, were life insurance 
proceeds, so as to obtain the special $40,000 ex- 
emption. See Old Colony Trust Company v. 
Commissioner, 39-1 ustc { 9358, 102 F. (2d) 380 
(CCA-1), and Helvering v. Le Gierse, 41-1 ustc 
{ 10,029, 312 U. S. 531, involving combination 
annuity-and-insurance policies. 


Life Insurance Planning 


This was not to be the happy ending to 
the department’s flirtations with this elusive 
phrase. Exasperated by the Treasury’s in- 
decisiveness, Congress finally stepped onto 
the merry-go-round in 1942, and legislated 
a return once more to a combination of both 
criteria." These amendments persisted until 
the adoption of the 1954 Code. They pro- 
vided, in effect, that all life insurance pro- 
ceeds (the $40,000 exemption was eliminated) 
were includable in the estate of the insured 
if (1) payable to the insured’s executor or 
(2) the insured had paid the premiums di- 
rectly or indirectly or (3) the insured owned 
any incidents of ownership in the policies. 
A reversionary not to be re- 
garded as an incident of ownership. 


interest was 


It must be conceded that these amend- 
ments did an effective job in eliminating 
confusion and avoidance. The only method 
whereby estate taxation of insurance pro- 
ceeds could be escaped was to have someone 
other than the insured acquire a policy on 
his life and pay the premiums with inde- 
pendent funds. Thus, a wife could take out 
a policy on the life of her husband and if 
she had her own resources with which to 
pay premiums, she could receive the pro- 
ceeds tax free on her husband’s death. But 
there was the rub! Unless it could be proven 
to the satisfaction of a cynical and sus- 
picious Treasury Department that the pre- 
miums were, in fact, paid with the wife’s 
funds and were not channelled through her 
by the insured, the proceeds would be swept 
unceremoniously the insured’s estate. 
Of course, wives lacking personal wealth 
or earning power could not enjoy these benefits. 


had 


position tor 


into 


The pendulum 
favored 


now from a 
life insurance to one 
of actual discrimination against it. A trans- 
fer of property normally resulted in its ex- 
clusion for from the 
Not so with life 
Despite the fact that the insured 
had made a complete gift of the policy, the 
proceeds were, nonetheless, includable in his 
estate because he continued to make addi- 
tional gifts by way of premium payments. 
Not even the cash-surrender value of the 


swung 


estate tax purposes 
estate of its former owner, 
insurance 


*’See Paul, Federal Estate and Gift Taxation 
(1942), p. 509 


* Regs. 37 (1921 Ed.), Arts. 32, 34-35. 


™T. D. 4296, IX-2 CB 427; see Chase Na 
tional Bank v. U. 8., 1 ustc § M6, 278 U. S. 327 
(1929). 

*® Regs. 80 (1934 Ed.), Art. 25. 

* Regs. 80 (1937 Ed.), Art. 25. 

*” T. D. 5032, 1941-1 CB 427. 

“Sec, 404(a) of the Revenue Act of 1942, 


which became Sec. 811(g) of the 1939 Internal 
Revenue Code 
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This article is reprinted 
from the January, 1955 issue of 
The Insurance Law Journal. 


policy, which clearly was the property of 
the transferee and which he could have re- 
duced to cash at any time, was excluded 
from the estate of the insured. 


The lack of correlation between the gift 
and estate taxes made the situation inde- 
fensible. Despite the inclusion of the pro- 
ceeds for estate taxes, the transfer of the 
policy was, nevertheless, subject to a gift 
tax as were the premiums subsequently 
paid thereon by the insured. 


Add to these valid arguments the wide- 
spread sentiment that life insurance indeed 
deserved preferential treatment, and one can 
easily understand the combined pressures 


which brought about the changes in the 
1954 Code. 


This brief review of past experience is 
not merely of historical interest, but of 
immediate pertinency. It illuminates the prob- 
lems that previously arose when incidents- 
of-ownership was the sole criterion, and we 
shall refer to these throughout the subse- 
quent discussion. To that extent it estab- 
lishes, at least tentatively, some signposts 
for the future. It also points a warning that 
we may not have heard the last of the pre- 
mium-payment test, which has an unusual 
resiliency, as attested by the fact that it 
was abandoned three different times, always 
to be returned to. 


Provisions of 1954 Code 


Briefly stated, Section 2042, replacing Sec- 
tion 81l(g@) of the 1939 Internal Revenue 
Code, eliminates the premium-payment test 
for the taxation of life insurance proceeds 
in the estate of the insured. Hereafter, the 
exclusive test will be whether the insured 
owned any incidents of ownership in policies 
payable to designated beneficiaries. If he 
did, the proceeds are includable. If not, the 
fact that the insured paid the premiums up 
to his death will be immaterial, and the pro- 
ceeds will be excluded. 

Unlike the prior law, the term “incidents 
of ownership” now imcludes a reversionary 
interest which, when valued in the manner 
to be prescribed in the Commissioner’s regu- 
lations, exceeds 5 per cent of the value of 


8 See Regs. 105, Sec. $1.27, under 1939 Code. 
™ Regs. 105, Sec. 81.27(a), under 1939 Code. 


452 June, 1955 @ 


sionarv interest. 


Thie ie hewand dienute in 


‘ine 


the policy immediately before the death of 
the insured. 

The new provisions apply to estates of 
decedents dying after August 16, 1954, the 
effective date of the new Code, and relate 
to the proceeds of all insurance policies ac- 
quired before or after that date. 


Purchase of New Insurance; 
Assignment of Existing Policies 


It is a relatively simple matter to purchase 
new insurance in a manner which will ex- 
clude the proceeds from the insured’s estate. 
Application for the policy should be made 
by one other than the insured, whether it 
be the wife, children or parents, who will 
own all of the incidents of ownership in the 
policy. Premiums can be paid either by the 
insured directly or through gifts of cash to 
the owner of the policy. The latter pro- 
cedure is preferable for reasons subsequently 
discussed. 

The situation is infinitely more complex 
with respect to the assignment of existing 
policies owned by the insured. As with all 
transfers of property, the assignment must 
be complete and bona fide, without strings 
attached. Any agreement between the in- 
sured and new owner affecting the exercise 
of the rights granted in the policies or the 
disposition of proceeds will, undoubtedly, 
render the transfer ineffective for estate tax 
purposes. 


Incidents of Ownership 


The insured cannot retain any of the in- 
cidents of ownership in the policies either 
alone or in conjunction with any other 
person. Thus, the mere irrevocable designa- 
tion of a beneficiary would, of course, be 
insufficient. Although the new regulations 
with respect to these provisions have not 
as yet been promulgated, the term “inci- 
dents of ownership” has been well defined 
under prior regulations and court decisions. 
The following fall clearly within this category 
(1) right of the insured or his estate to the 
economic benefits of the policies, (2) power 
to designate and to change beneficiaries and 
(3) right to surrender, cancel, assign, pledge 
as collateral or borrow on the policies.” 

Nor may these powers be exercised indi- 
rectly as, for example, through a corporation 
of which the insured is the sole stockholder ™ 
or through a trust, created by a wife who 
is the owner of the policies, which authorizes 
the insured to exercise these rights.* The 
“Cf. Richardson v. Commissioner, 41-2 usrtc 
{ 9592, 121 F. (2d) 1 (CCA-2), cert, den., 314 
U. S. 684 (1941). 
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term “incidents of ownership,” as the regu 
lations point out, is not to be confined to 
ownership in the technical legal sense.“ There 
is a serious question as to whether the in- 
sured can retain the right to change a con- 
tingent beneficiary if the assignee-owner 
should predecease him.” The fact that the 
insured never possessed the policy nor paid 
any premiums is immaterial, if under the 
policy he was granted 
ownership.” The insured not assign 
annuities or endowment contracts and re- 
tain his lifetime benefits, even though all 
other ownership rights have been irrevocably 
transferred.” 





any incidents of 


may 


Invariably, under the estate tax law, a 
power which, if exercisable by the decedent 
alone would render the property taxable, 
will produce the same result if exercisable 
in conjunction with any other person, whether 
or not such person has an adverse interest. 
This rule applies to the taxation of life in- 
surance as well. Thus, if a wife purchases 
a policy on her husband’s life and vests 
the incidents of ownership in herself and her 
spouse, the proceeds will be taxable in the 
insured’s estate.” 


Right to Dividends 


A more difficult problem arises with re- 
spect to the retention by the insured of the 
right to dividends. Under prior law, this 
was not regarded as an incident of owner- 
ship.” It is uncertain if the same rule will 
apply under the new law. Logically, there 
is ample support for the proposition that 
the right to dividends is not an incident of 
ownership. Life have 
never been subjected to income tax because 
they are not regarded as dividends in the 
true sense of the word, but as returns on 
premiums.” With the premium-payment 
test eliminated, there would appear to be 
no reason to regard the right to dividends 
as an incident of ownership. Where the in- 
sured expects to continue the payment of 
premiums after the assignment, it may be 
of importance to him to retain this right so 
as to reduce the premium load. 


insurance dividends 


As a practical matter, the problem can 
perhaps be resolved by an irrevocable elec- 
tion to have dividends credited toward pre- 


% Regs. 105, Sec. 81.27(a), under 1939 Code 

16 Broderick v. Keefe, 40-1 ustc { 9470, 112 F. 
(2d) 293 (CCA-1). 

" Fried v. Granger, 52-2 ustc { 10,867, 105 F. 
Supp. 564 (DC Pa.) 

% Joseph J. Bodell, Exr., Estate of Frederick 


Bodell, CCH Dec. 12,547, 47 BTA 62 (1942), 
aff'd, 43-2 ustc § 10,072, 138 F. (2d) 553 (CCA-1), 
cert. den., 321 U. S. 778 (1944). 


Life Insurance Planning 


miums, or by gifts of cash to the new owner 
in the amount of the premium less dividends. 


Reversionary Interests 


The most troublesome aspect of the new 
provisions is the reversionary-interest rule. 
As explained by the Congressional com- 
mittee reports, this limitation was grafted 
onto insurance in an attempt to place policies 
in a position analogous to that of other 
property already subject to the 5 per cent 
reversionary-interest rule. Unfortunately, in 
the carry-over process, some _ significant 
language contained in the provision ap 
plicable to property in general was omitted. 
This was in all probability due to sheer 
inadvertance. The result, however, has 
been much confusion and speculation which 
can lead to absurd results. 


The rule as applied to property in general 
speaks of the “retention” of a reversionary 
interest by a transferor of property. More- 
over, even if the decedent retained such an 
interest, it will not result in the taxation of 
the transferred property in his estate if the 
donee could have obtained immediate pos- 
session or enjoyment of the property during 
the decedent's lifetime. 


As applied to life insurance, however, the 
rule is silent with respect to these two 
important limitations. Instead, it provides 
that the of a_ reversionary 
interest by the insured, whether arising by 
the express terms of the policy or other 
instrument or by operation of law, if its 
value exceeds 5 per cent of the value of the 
policy immediately before the death of the 
insured, will cause the 
includable in his estate.” 


Seti ger 
possession 


proceeds to be 
It should be em- 
phasized that the determining factor is not 
the actual reversion, but the possibility that 
the policy or its proceeds may return to the 
insured or his estate. Whether or not such 
possibility exists is determined as of the 
date of death of the insured, even though 
the owner of the policy has survived him 
and has already pocketed the proceeds. 


It would appear axiomatic that an abso- 
lute conveyance of property directly to a 
donee eliminates any question of a rever- 


” See discussion of this point in Paul, Supple- 
ment to Federal Estate and Gift Taxes (1946), 
p. 370 

*” Estate of Louis J. Dorson, CCH Dec. 14,273, 
4 TC 463 (1944) 

* Regs. 111, Sec. 29.22(a)-12, under 1939 Code. 

™ Cf. Sec. 2037, which contains the rule appli- 
cable to property in general with Sec. 2042, 
relating to life Insurance, 1954 Code 
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sionary interest. This is beyond dispute in 
transfers of property in general. However, 
where life insurance is involved the word- 
ing of the reversionary-interest rule creates 
some doubt. The problem arises in this 
way: Suppose a husband assigns policies on 
his life to his wife: Does the husband’s 
right to take by intestacy, if his wife pre- 
deceases him, constitute a reversionary in- 
terest by operation of law? Suppose his 
wife executes a will bequeathing the policies 
to their children: Does his right to take 
against the will result in a reversionary 
interest? There has been no “retention” of 
an interest by the insured, and the wife as 
absolute owner could have canceled the 
policies at any time and received their cash 
value. These factors would conclusively 
eliminate the question of a reversionary 
interest as to property in general, but they 
may not be of equal significance insofar as 
insurance is concerned. 


These possibijities are not as far-fetched 
as may appear. In the now-famous Spiegel 
case,” the United States Supreme Court 
held that a possibility of reverter existed 
by operation of law where the grantor made 
a transfer in trust for the benefit of chil- 
dren and grandchildren, but remained silent 
as to what shou)d happen to the property if 
the children and grandchildren all died dur- 
ing his lifetime, leaving no issue. Under 
Illinois law, the court ruled, the property 
would revert to him in such an eventuality. 
In the equally well-known Goldstone case,” 
the wife could have eliminated the insured’s 
interest by surrendering the policy. Never- 
theless, the Supreme Court held that he 
possessed a reversionary interest. 


The implications of these decisions were 
nullified, insofar as general property is con- 
cerned, by the addition of the aforemen- 
tioned limitations. However, since these 
limitations are omitted from the rule ap- 
plicable to insurance, would the authority of 
these decisions govern? If this is the 
ultimate result, insurance is not placed in 
a position analogous to that of other prop- 
erty, as the Congressional committee re- 
ports indicate was the intention, but in a 
discriminatory position. 


The rule, thus broadly interpreted, could 
apply not only to policies assigned by the 
insured, but also to policies purchased by a 
wife or children on the life of the insured, 
since in either case the insured would have 
the same type of reversionary interest by 
operation of law. However, it is unlikely 


that the courts would sustain such a result. 
First, the statute speaks of the policy “re- 
turning” to the decedent. Obviously, if the 
insured never had owned the policy it can- 
not “return” to him. Second, it is doubtful 
if any constitutional basis could be found 
for the taxation of property to a person 
who never had owned the property in the 
first place. 


Were it not for the 5 per cent valuation 
requirement, these implications could be a 
bar to effective assignments of policies to 
a wife or children. The 5 per cent rule 
should render much of the previous discus- 
sion moot. Even if a reversionary interest 
technically exists in the situations previously 
described and there is respectable argu- 
ment to the contrary, the right of the as- 
signee to surrender the policy for cash, and 
thus eliminate the possibility that the in- 
sured might regain ownership, should reduce 
the value of such an interest to zero. (See 
Robinette v. Helvering, 43-1 ustc J 10,014, 318 
U. S. 184.) 


In applying the 5 per cent rule, reference 
is made to the “value of the policy” imme- 
diately before the death of the insured. 
This is another concept which will require 
some clarification. Does “value” refer to 
face amount, replacement cost, cash sur- 
render or market value? Moreover, does 
this mean that the assignment of term 
insurance policies, which, strictly speaking, 
have no value immediately before death, 
would never entail a reversionary interest? 
In all probability, the intention was not to 
relate the 5 per cent requirement to the 
value of the policy, but to the possibility 
of the insured’s regaining the policy. In 
other words, if the insured has a 5 per 
cent chance of reacquiring the policy, the 
reversionary-interest rule should apply. 

It is to be hoped that the regulations, 
when promulgated, will clearly resolve these 
problems. Otherwise, assignments may re- 
main for many years in a state of uncer- 
tainty for estate tax purposes until some 
court is compelled to tackle this thankless 
task. 


In the meantime it may well be advisable, 
in order to reduce the value of the rever- 
sionary interest below the 5 per cent re- 
quirement, to name successor owners in the 
policies. For example, if the wife is the 
assignee of a policy on the life of her hus- 
band, provision should be made that should 
she predecease the insured the ownership of 
the policy would vest in the children or the 





™ Estate of Sidney M. Spiegel v. Commis- 
sioner, 49-1 ustrc § 10,703, 335 U. S. 701. 
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% Goldstone v, U. S., 45-2 ustc $10,209, 329 
U. S. 687. 
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issue of deceased children. Such an arrange- 
ment has the added advantage that if the 
wife does predecease the insured, the policies 
will not return to him to be taxed in his 
estate after all. Where successor owners 
have not been designated, the assignee-wife 
should provide against such a contingency 
through her will. 

Some insurance companies are advising 
that a permanent institution, such as a 
charity, be designated at the end of the line 
of successor owners in order to eliminate 
the remotest possibility that the policy will 
revert to the insured. Except in unusual 
cases, as where there are few successor 
owners or where the age differential is not 
substantial, 
precaution. 


this may be an unnecessary 


Contemplation of Death 


Perhaps the most serious single risk in- 
herent in life insurance assignments is the 
question of contemplation of death. Were 
it not for the 1950 amendments, which first 
introduced the three-year limitation on the 
Commissioner’s right to inject such an issue, 
the new provisions relating to life insurance 
would be of limited value, since in the past 
the Treasury Department has been singularly 
successful in attacking transfers of policies 
on this ground 

Under Section 2035 of the 1954 Code, all 
transfers, whether of life insurance or of 
other forms of property, made within three 
years of death are presumed to have been 
made in contemplation of death. If so held, 
the transfers will be disregarded for fed- 
eral estate tax purposes, and the property 
will be included in the decedent’s estate. 
If the insured three years after 
the assignment, the risk of contemplation 
of death is 
gardless of motive. 


survives 


automatically eliminated, re- 


Where insurance is involved, it will be 
a difficult task to overcome the presumption 
of contemplation of death within the three- 
year period because of the very nature of 


16,147(M), 6 TCM 1246 (1947). 

*% Slifka v. Johnson, 45-1 ustrc 9 10,205, 63 F. 
Supp. 289 (DC N. Y.), aff'd, 47-1 usre { 10,548, 
161 F. (24) 467 (CCA-2); see also Estate of 
Louis Diamond, CCH Dec. 15,131(M), 5 TCM 
372 (1946), aff'd, 47-1 ustc 7 10,539, 159 F. (2d) 
672 (CCA-2). 

* Hstate of Paul Garrett, CCH Dec. 15,639, 
8 TC 492 (1947), aff'd on this point, 50-1 usrc 
{ 10,761, 180 F. (2d) 955 (CA-2). 

% Regs. 105, Sec. 81.16, under 1939 Code; 
Narcissa C. Vanderlip et al., Hars., Estate of 
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8 See Estate of Barneth Satuloff, CCH Dec. 


the life insurance contract. Generally speak- 
ing, people purchasing insurance do so for 
reasons associated with their own death. It 
is, therefore, not surprising that assignments 
of life insurance policies have fared badly in 
the courts where the issue was contempla- 
tion of death.” In a case arising before the 
three-year limitation introduced into 
the law, a transfer of life insurance policies 
by an insured only 45 years of age and in 
good health was held to be in contempla- 
tion of death.” 


was 


In a rather unusual case which highlights 
the difhculty of proving that insurance 
transfers are not motivated by thoughts of 
death, the held that transfers to a 
trust of life insurance and income-producing 
property—the latter to be used in part to 
pay premiums, with the balance for current 
payments to the 


court 


decedent’s wife—were in 
contemplation of death only to the extent 
of the insurance policies and the proportion 
The 


in contempla- 


of capital necessary to pay premiums. 
balance was held not to be 


tion of death.” 


With the large number of transfers which 
will undoubtedly take place under these new 
life insurance provisions, this problem looms 
large on the The 
intensified where the transfer 


horizon difficulty is 
is motivated, 
as 1s so often the case, by a desire to save 
estate taxes. Such transfers have invariably 


been held to be in contemplation of death.” 


The testamentary nature of the property 
transferred should not of itself stamp the 
motive for the gift as also testamentary.” 
There are cases involving gifts of insurance 
where the absence of a testamentary motive 
was so clear that the courts could not 
disregard it For example: where the 
transier was made to protect the insured’s 
family against the possibility of loss arising 
from a contemplated business venture; ” 
where the insured desired to surrender the 
policies and make gifts of the cash to his 
children but was advised by his insurance 
agent to assign the policies instead; ™ where 
decedent purchased annuities for the sup 
port of a sister, and assigned such policies 
to her;™ where the policies involved only 


Frank A. Vanderlip, CCH Dec. 13,755, 3 TC 2358 
(1944), aff'd, 46-1 ustc 7 10,267, 155 F. (2d) 152 
(CCA-2); Farmers Loan & Trust Company v. 
Bowers, 38-2 ustc { 9471, 98 F. (2d) 794 (CCA-2), 


cert. den., 306 U. S. 648 (1939). 


* Cronin v. Commissioner, 47-2 usrc 1 10,587, 
164 F’. (2d) 561 (CCA-6). 


*” Estate of Charles A. Bickerstaff, CCH Dec. 
12,871-0, 1 TCM 28 (1942). 


" Estate of Louis Baskind, CCH Dec. 11,829-E 
(1941) (BTA memo. op.). 


Old Colony Trust Company v. U. 8., 3%-2 
ustc { 9401, 15 F. Supp. 417 (DC Maas.). 
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a small fraction of the value of decedent's 
estate;™ where a surgeon, in danger of 
having malpractice suits brought against 
him, transferred policies to his wife so as 
to put them beyond the reach of possible 
judgment creditors.” 

There is, therefore, some hope that the 
contemplation-of-death obstacle can be over- 
come provided a nontestamentary motive 
can be clearly shown, buttressed by con- 
vincing factual evidence. Thus, evidence 
reflecting the decedent’s health, state of 
mind and motive as of the time of assign- 
ment should be carefully preserved so that 
the executor may be better equipped to 
meet this problem if and when it arises. 


Premium payments made by the insured 
after the assignment are gifts to the owners 
of the policies and, thus, are also subject 
to the contemplation-of-death provisions. 


An interesting problem arises where the 
policy has been assigned more than three 
years before death so that it cannot be held 
to have been made in contemplation of 
death, but the decedent thereafter and up 
to his death continued to pay the premiums. 
Will the premiums paid during the three 
years preceding death be considered as 
being in contemplation of death and, if so, 
will only the amount of such premiums be 
includable in the insured’s estate or will 
the proportionate amount of proceeds rep- 
resented by such premium payments be 
included? 

Since transfers in contemplation of death 
are regarded as substitutes for testamentary 
dispositions, the materiality of the gift is an 
important factor. A gift inconsequential in 
size in relation to the donor’s total estate 
is certainly less persuasive of a testamentary 
motive. Thus, the transfer of insurance 
policies of the value of $22,000 by an insured 
whose total estate was worth about $500,000 
was held not to have been made in con- 
templation of death because it did not 
involve a “material” part of the estate. 
Similarly, gifts of $5,000 were held not 
includable where the decedent’s estate was 
valued at over $1 million.” It would appear 
that unless the premium payments are sub- 
stantial in relation to the decedent's total 
estate, the Commissioner would have a 
difficult task in maintaining a contemplation- 
of-death argument 


Were the Commissioner, however, to 
be sustained in his contentions, only the 


* Gaither v. Miles, 268 F. 692 (DC Md., 1920). 


“ Estate of Verne C. Hunt, CCH Dec. 17,691, 
14 TC 1182 (1950). 


* Gaither v. Miles, cited at footnote 33; 
Estate of J. Fred Lohman, 8r., CCH Dec. 
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premium payments should be included, and 
not the amount of insurance proceeds rep- 
resented by such premiums. Otherwise, the 
premium-payment test would, in effect, be 
resurrected. Yet one cannot be too certain 
in this conclusion. There is substantial 
danger that the Treasury Department may 
argue that the gift was not merely in the 
amount of the premium, but of an interest 
in an insurance policy represented by such 
payment. Perhaps, as a practical matter, 
this possible complication can be resolved 
by gifts of cash to the assignee who, in turn, 
would pay the premiums. It is difficult to 
see how, under such circumstances, the gift 
could be considered as anything other than 
the actual cash transferred. It might also 
be advisable to have premium notices sent 
directly to the assignee, and not to the 
insured. If the assignee pays premiums on 
policies held to have been transferred in 
contemplation of death, the proportionate 
amount of the proceeds attributable to such 
premiums will be excluded from the in- 
sured’s estate.” 


Gift Tax Problems 


Transfers of life insurance policies are, 
of course, subject to gift tax if the value 
of the policies exceeds the lifetime exemp- 
tion of $30,000 and the annual exclusions, 
for gifts of present interests, of $3,000 for 
each donee. Married couples can, in effect, 
double these benefits ($60,000 exemption 
and $6,000 annual exclusion for each donee) 
by joining in a gift, regardless of its source. 
Gifts to a spouse are reduced by the marital 
deduction to the extent of one-half their 
value if the gifts qualify for that purpose. 

If the insured continues to pay the pre- 
miums after the assignment, such premiums 
will similarly be subject to gift tax. Where 
the policies are assigned to a wife, the 
insured can pay up to $6,000 in annual 
premiums without gift tax. Where there is 
more than one assignee, the insured—if 
married—can pay up to $6,000 in annual 
premiums for each assignee without gift 
tax. Any excess would first be credited 
against the donor’s lifetime exemption, and 
only after that is exhausted is any tax due. 
Of course, if the insured exhausts his annual 
exclusions by premium payments, he cannot 
utilize them for transfers of other property. 


As indicated, the annual exclusion is 
available only for gifts of a present interest. 





16,064(M), 6 TCM 1071 (1947); see Polisher, 
Estate Planning and Estate Taz Saving (1948), 
pp. 69-80. 

%*% See Liebmann v. Hassett, 45-1 usrc { 10,184, 
148 F. (2d) 247 (CCA-1). 
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[he distinction between a “present interest” 
and a “future interest” has long taxed the 
ingenuity of the courts. Suffice it to 
for purposes of this that gifts 
were, at best, in the twilight 
zone because of a minor’s legal disability 
to exercise ownership rights until maturity. 
More often than not such gifts were held 
to be “future interests,” with the result that 
the annual exclusion was not available. The 
problem was partially resolved favorably by 
a recent ruling that outright gifts to minors 
would qualify for the annual exclusion. 
(Rev. Rul. 54-400, I. R. B. 38, September 
20, 1954.) Gifts in trust, however, 
tinued to be uncertain. 


Say, 
discussion, 
to children 


con- 


The 1954 Code, by the introduction of an 
entirely new provision, has set forth specific 
criteria for the determination of whether 
a gift to a thinor qualifies as a “present 
interest.” The requirements are that the 
gift, and the income therefrom, may be 
expended for the minor’s benefit before age 
21; that to the extent not so utilized, they 
will pass to the minor at age 21; and that 
if the minor dies before age 21, they will 
pass to his estate or as he may appoint 
power of appointment.” 
It should now be possible to make gifts 
of insurance policies to minor children, 
in trust, and have the benefit of the annual 
exclusion, provided these 
complied with. 


under a general 


conditions are 


This presents a dynamic opportunity for 
the development of an effective gift pro- 
gram whereby, through a comparatively 
modest annual outlay, a substantial estate 
can be gradually created for a donee, free 
of both the estate and gift taxes. Parents 
may hesitate, and wisely so, to transfer 
substantial liquid assets to children for fear 
of the psychological effect that sudden wealth 
might have on them. If, instead, the donor 
arranges for the purchase by the children 
of insurance policies on his life and makes 
annual gifts of the premiums, these fears 
are minimized. Moreover, unless the pre- 
miums are unusually large, they would be 
absorbed by the annual exclusions, If addi- 
tional precautions are desired, the trust 
mechanism can be utilized 


Where a to assign insur 
ance policies to several children, it would 
be preferable to give separate policies to 
each rather than to them as joint 
owners of one policy. The naming of joint 
owners would probably result in the gift 
being considered as a “future interest” be- 


donor desires 


name 


* Sec. 2503(c), 1954 Code 
* Spyros P. Skouras, CCH Dec. 17,568, 14 TC 
523 (1950), aff'd, 51-1 ustc { 10,805, 188 F. (2d) 
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cause of the necessity for joint consent in 
the exercise of ownership rights.” 

With respect to the valuation of insurance 
policies for gift tax purposes, the present 
regulations clearly set forth the formulas to 
be employed, depending on the type of 
policies involved 

“The 


or ot a 


value of a life insurance 
contract for the 


contract 
payment of an 
annuity issued by a company regularly en- 
gaged in the selling of contracts of that 
character is established through the sale 
of the particular contract by the company, 
or through the sale by the company of 
comparable contracts. As valuation through 
sale of comparable contracts is not readily 
ascertainable when the gift is of a contract 
which has been in force for some time and 
on which further premium payments are to 
be made, the value may be approximated, 
unless because of the unusual nature of the 
contract such approximation is not reason- 
ably close to the full value, by adding to 
the interpolated terminal reserve at the date 
of the gift the proportionate part of the 
gross premium last paid before the date 
of the gift which covers the period extend- 
ing beyond that date. 

“The examples given below, so far as 
relating to life insurance contracts, are of 
gifts of such contracts on which there are 
no accrued dividends or 
debtedness 

“Example (1) 
a life insurance 
of another a life 
contract for the 
the value of the 
contract, 


outstanding in 


A donor purchases from 
company for the benefit 
insurance contract or a 
payment of an annuity; 
gift is the cost of the 


“Example (2). An annuitant, having pur- 
chased from a life insurance company a 
payment annuity contract by the 
terms of which he was entitled to receive 
payments of $1,200 annually for the dura- 
tion of his life, five years subsequent to 
such purchase, and when of the age of 50 
years, gratuitously 
The value of the 


single 


assigns the contract. 
ft is the amount which 
charge for an annuity 
contract providing for the payment of $1,200 
annually for the life of a person 50 years 
of age 

“Example (3). A owning a life 
insurance policy on which no further pay 
ments are to be made to the company 
(e. g., a single premium policy or paid-up 
policy) makes a gift of the contract. The 


gi 
the company would 


donor 


831 (CA-2). The same rule would apparently 
apply where the joint owners are adults: John 
M. Smyth, 2 TCM 4 (1943) 
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value of the gift is the amount which the 
company would charge for a single pre- 
mium contract of the same specified amount 
on the life of a person of the age of the 
insured, 


“Example (4). A gift is made four months 
after the last premium due date of an 
ordinary life insurance policy issued nine 
years and four months prior to the gift 
thereof by the insured, who was 35 years 
of age at the date of issue. The gross 
annual premium is $2,811. The computation 
follows 
Terminal reserve at end of tenth 

year $14,601.00 
Terminal reserve at end of ninth 

year 12,965.00 


Increase $ 1,636.00 
One-third of such increase (the 
gift having been made four 
months following the last pre- 
ceding premium due date), is $ 545.33 
Terminal reserve at end of ninth 
year 12,965.00 
Interpolated terminal reserve at 
date of gift $13,510.33 
Two-thirds of gross premium 
($2,811) 1,874.00 


Value of the gift $15,384.33” ” 


Suppose the assignee-owner of a policy 
designates a beneficiary other than himself 
When is the gift consummated? If the 
assignee-owner has retained the right to 
surrender the policy and receive its cash 
value, the gift is not complete until the 
death of the insured, at which time the 
beneficiary for the first time becomes fully 
entitled to the proceeds. The value of the 
gift would appear to be the actual proceeds 
payable.” Thus, if an insured should assign 
a policy in the face amount of $66,000 to 
his married son who, in turn, designates his 
mother as primary beneficiary, upon the 
death of the insured the son will be deemed 
to have made a gift of $66,000 to his mother. 
He will have consumed his own and his 
wife’s combined lifetime exemptions, assum- 
ing, of course, that they had not previously 
utilized any part thereof. The original trans- 
fer from father to son is likewise subject 
to giit tax 

The gift tax implications should be thought- 
fully considered in determining how and to 
whom assignments are to be made. 


*” Regs. 178, Sec. 86.19(1), under 1939 Code. 
The decisions have generally followed the regu- 
lations Guggenheim wv. Rasquin, 41-1 usrc 
4 10,013, 312 U. S. 254: Powers v. Commissioner, 
41-1 ustc 7 10,015, 312 U. S. 259: U. 8. v. Ryer- 
son, 41-1 ustc § 10,014, 312 U. S. 260 
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Personal Implications 
of Life Insurance Assignments 


Tax savings, though attractive, should 
never be the sole determining factor in 
assignments of policies. Men in the prime 
of life should give thoughtful consideration 
to transfers of substantial property beyond 
recall, since no one can foretell life’s vicissi- 
tudes. Once an insured assigns a policy, 
he loses complete control over valuable 
rights. He can no longer designate or 
change the beneficiary, prescribe the method 
of payment, surrender the policy for cash, 
receive any lifetime benefits thereunder, 
pledge the policy as collateral or borrow 
on it, nor can he be certain that the pro 
ceeds will be utilized as a cleanup fund to 
meet the administration and tax costs in 
his estate. All of these rights will vest in 
the assignee. 

The insured should have complete con 
fidence in the judgment and dependability 
of the assignee. This confidence must ex 
tend to the successor owners as well. For 
example, a husband may have implicit trust 
in his wife but regard his children as im 
mature. Yet, if he should decide to transfer 
the policies to his wife, he must consider 
the possibility that she may predecease him 
and his children may become the owners of 
the policies with all of the rights that such 
ownership entails. Should the children be 
minors, more complications will ensue. The 
possibility of divorce or legal separation, 
which would leave the wife with the abso 
lute ownership of the policies, should also 
be taken into account. 


Another factor to be considered is the 
type of policy which is being assigned. The 
insurance portfolio may include endowment 
and annuity contracts, or similar policies 
with retirement income features which the 
insured intended for his own personal secu 
ity in his old age. If such policies are 
assigned, the insured must forego all life 
time benefits thereunder, which instead will 
now become payable to the assignee. Such 
policies, unless there are compelling reasons 
to the contrary, should not be assigned. 


Transfers for Value 


An insured might be tempted to take 
advantage of the attractive estate tax sav 


ings by assigning insurance policies, but 


“Cf. Adele F. Goodman, CCH Dec. 14,712, 
4 TC 191, aff'd, 461 ustc 7 10,275, 156 F. (2d) 
218 (CCA-2), where the donor’s right of revoca- 
tion up to the time of death resulted in the 


total proceeds of the policy being subjected to 
gift tax. 
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out of considerations of personal security he 
may desire the assignee—perchance a finan- 
cially established son or daughter—to pay 
him the cash-surrender value of the policies 
Such an assignment would 
income tax consequences. 


entail serious 
Although, gen- 
erally speaking, life insurance proceeds are 
received income tax free by the beneficiaries, 
that not 
been made 


is true where an assignment 


for value, 


has 
except in several 
specified types of transactions not pertinent 
here. In such the excess over the 
consideration and the premiums thereafter 
paid by the assignee is taxable as ordinary 
income.” The may far 
exceed the savings. Policies 
should, therefore, be assigned only if in- 
tended as gifts. 


case, 


income tax cost 


estate tax 


There are numerous forms of policy as- 
signments, and it can be potentially danger 
ous to select the wrong one 
the which recites hand 
and valuable should 
be scrupulously avoided, since it creates the 
presumption that the policy was assigned 
for value. Where a gift is intended, the 
assignment form should read “for love and 
affection,” or some similar language clearly 
reflecting the o! 
Similarly, and reasons previously ex- 
plained, the form utilized should state that 
an absolute assignment is being made of the 
policy and of all rights and benefits thereunder 


For example, 
dollar 

' 9» 
considerations 


1orm 
other 


“a in 


abs¢ nce 


a consideration 


for 


Optional Modes of Settlement 


An assignment ordinarily supersedes the 
beneficiary of a policy, with the 
becoming obtainable in a lump 
the assignee-owner. If, prior to 
the transfer, the insured had exercised one 
of the optional modes of settlement in the 
policy, the assignment will ordinarily sup 
plant such provisions 
insurance companies, 
not normally 
one of the options 
a 


prov sions 
proceeds 


sum by 


Moreover, in many 
an assignee, as such, 
have the right to select 

This would indeed be 
it not for the fact 


does 


serious matter were 


that insurance companies have quickly ac- 
commodated themselves to the new statutory 
provisions 


Most companies upon request 
will insert an ownership clause in the con- 
tract, giving the new owner the right to 
the options. The particular com- 
pany should be carefully checked with, so 
that these valuable rights are not lost in- 
advertently. 


exercise 


Most people anchor the security of their 
families to life insurance proceeds out of 


a realization that no matter what may hap- 
pen to their other worldly possessions, life 
insurance is the one asset in their estate 
which remains That is one of the 
compelling reasons for utilizing the options 
in a policy. Moreover, an insured may feel 
that it is not in the best interests of his 
family to receive the proceeds in a lump 
sum. He may, realistically, consider that 
his wife lacks the business acumen or ex- 
perience necessary for her to be entrusted 
with the investment of these funds. He 
may wish to spare her from the pressures 
of designing gold-brick salesmen, or chil- 
dren and relatives in need of loans. Where 
children are the beneficiaries, such lump- 
sum payments at an early age may stifle 
ambition and be recklessly squandered. By 
exercising of the optional modes of 
settlement in the policy, intelligent provision 
can be made for the minimum needs of the 
family over a period of time, and for lump- 
sum payments to children, consistent with 
their probable maturity. There are no 
handling charges or trustee fees to pay, and 
the insured’s desires are carefully carried 
out by the company. 


secure 


one 


Under the new law the interest element of 
each installment taxable. However, a 
surviving spouse who receives the proceeds 
in installments is entitled to receive annually 
the first $1,000 of interest 
free.” 


is 


increment tax 


Over-All Estate Tax Consequences 


The surge toward transfers of life insur- 
ance policies to wives is undoubtedly: moti- 
vated by the attractive tax savings realizable 
on the death of the insured. A long-range 
view will frequently reveal, however, that 
these savings not only be canceled 
but also, in some¢ instances, substantially ex- 
ceeded by the estate-tax costs in the wife’s 
estate on her subsequent death. If a hus- 
band and wife have similar life expectancies, 
consideration should given to the tax 
consequences in both estates. Should she 
predecease the insured, the cash-surrender 
value of the policies will be taxable in her 
estate. If she survives the insured for only 
a short period without substantially con- 
suming the life insurance proceeds, her 
estate will be that much larger for federal 
estate tax purposes. Thus, in many in- 
stances the savings may prove to be illu- 
sory. The liberalized provisions in the new 
Code with respect to the credit for property 


may 


be 





“ Sec. 101(a), 1954 Code. 
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previously taxed would, of course, have no 


@ Sec. 101(d), 1954 Code. 
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application to the proceeds of assigned 


insurance policies. 

Frequently, however, the immediate sav- 
ing on the death of the first spouse may, in 
itself, be a compelling reason for an as- 
signment regardless of possible consequences. 
It means more money available to the 
beneficiaries, for use or investment, and a re- 
duction in the amount of cash necessary to set- 
tle the estate. Moreover, there may be 
opportunities for future transfers to reduce 
the wife’s estate. After all, the ultimate 
size of the wife’s estate on her subsequent 
death is contingent on many imponderables 
Fluctuating values, emergencies, prolonged 
illness or long life may cause substantial 
diminution of principal. If the policies are 
assigned to children instead of the wife, the 
over-all estate tax savings are, of course, 
more substantial, since the proceeds will be 
excluded from the estates of both parents. 
This, however, the insured may wisely be 
unwilling to do. He may feel that the secur- 
ity of his wife is best guaranteed through 
life insurance proceeds 

A possible alternative is the assignment of 
a policy to a child who, in turn, would desig- 
nate the mother as primary beneficiary to 
receive specified installments over a fixed 
period or for life, with the unpaid balance 
payable at her death to the child. The 
mother would have the equivalent of a life 
estate terminating at death so that no part 
of the balance would be taxable in her 
estate. There would be a gift from the 
child to the mother, measured by the com- 
muted value of the payments she would re- 
ceive during her normal life expectancy. 

Where this pattern is adopted, the interest 
option in the policy should not be utilized 
for the mother’s benefit. The Treasury De 
partment might argue successfully that if a 
child owns the policy and merely assigns 
the interest earned on the proceeds to his 
mother, such an arrangement is tantamount 
to an assignment of income and, therefore, 
the interest should be taxed to the child for 
income tax purposes.“ 

The insured may have qualified the pro 
ceeds of policies payable to his wife for 
purposes of the marital deduction by pro- 
viding that his wife should have the power 
to revoke, at her death, the designated con- 
tingent beneficiaries and make the proceeds 
payable to her estate. If such policies are 
assigned to children who, in turn, will desig- 
nate the mother as primary beneficiary in 


* Lucas v 
(1930) 
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the manner previously described, this power 
must be revoked; otherwise, the balance of 
the proceeds remaining at her death will 
nevertheless be taxed in her estate because 
of this general power of appointment. 


Life Insurance Trust—Attractive Alternative 


The trust mechanism offers an attractive 
alternative to outright assignments of poli- 
cies to individual owners. The life insur- 
ance trust, although recently in comparative 
eclipse, was at one time a favored estate- 
planning tool. The new statutory provisions 
relating to insurance may well cause the 
rejuvenation of this venerable device. 


Prior to the introduction of Section 167 
(a)(3) and the premium-payment test into 
the old Code, the irrevocable, funded insur- 
ance trust was a popular means for dispos- 
ing of the ownership of insurance policies 
while securing their maintenance to matur- 
ity. Taxwise, the advantages of such a setup 
left nothing to be desired. During the in- 
sured’s lifetime the income from the securi- 
ties or other property transferred in trust 
for premium purposes was not taxable to 
the insured; upon death, the value of the 
securities and the insurance proceeds es- 
caped estate taxation as wel!. This, however 
was too good to last, and Congress soon got 
around to eliminating these advantages with 
a double-barrelled attack. Section 167(a) 
(3), now Section 677(a) in the 1954 Code, 
taxed the grantor on the income of a trust 
used to pay premiums on policies on the 
grantor’s life, and thus eliminated the in- 
come tax advantage. The 1942 Revenue Act 
gave statutory sanction to the direct or 
indirect payment-of-premium test, and thus 
cast serious doubt on whether the proceeds 
would be excluded from the insured’s estate. 
As a result, the insurance trust became a 
useless device taxwise, and declined in favor 
despite the many excellent functions which 
such a trust could be designed to perform 


Now with the elimination of the premium- 
payment test, the assignment of policies to 
an irrevocable trust can once again be effec- 
tive in eliminating the proceeds from the 
insured’s estate. The insured should, there- 
fore, carefully weigh the desirability of such 
an assignment as against a direct transfer 
to intended beneficiaries. The following are 


some of the more important advantages 


The trustees can be given the power to 
purchase assets from the decedent’s estate 
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at fair market value and thus provide a 
ready market for the sale of estate assets as 
a means of raising the necessary cash with 
which to pay administration costs and death 
taxes, without the losses which would result 
from forced sales on the open market. In 
contrast, a direct transfer entitles the as- 
signees to the unrestricted use of the pro- 
ceeds so that there is no assurance that they 
will cooperate with the estate executors in 
this respect. 

The trust instrument can provide for the 
investment of the insurance proceeds, and 
the payment of and principal, to 
beneficiaries in a manner consistent with 
security and probable ma- 


income 


their 
turity. 


personal 


The trustees will not be permitted, in most 
companies, to exercise the optional modes 
of settlement in the policies. These options 

beneficial and attractive as they are—pos- 
sess one serious limitation, and that is their 
inflexibility. - Rarely will an insurance com- 
pany assume responsibility for the discre- 
tionary use of income or principal. Thus, 
most options resolve themselves into a pat- 
tern of a fixed sum over a period of years, 
modified in some instances by either re- 
stricted or unrestricted withdrawal priv- 
ileges. This can hardly be sufficient protection 
for a beneficiary in times of economic stress, 
emergency or serious inflation. Most estate 
planners who advise the exercise of these 
options merely seek to provide an irreduc- 
ible minimum in this manner and to design 
a more flexible pattern through other means. 
The trust mechanism, however, can be de- 
signed to be as flexible as desired. Provi- 
sion can be made for the use of principal in 
the event of sickness or emergency, or to 
maintain the beneficiaries according to their 
standard of Trustees can be em- 
powered to accelerate payment of principal 
should the 


living. 

beneficiaries themselves 
capable of handling money sooner than had 
been anticipated. 


prove 


Another advantage of the trust is that the 
assignment can be made without fear of how 
the assignee may exercise his property 
The insured may 
lack confidence in the immediate assignee 


or in 


rights in the policies. 


the possible successor owners. If, 
instead, he transfers the policies to a trust, 
he can feel secure that the trustees he selects 
will exercise their rights in their fiduciary 
capacities and in accordance with the terms 
of the trust instrument 

The should never be one of the 


trustees, since he would then be in a position 


insured 
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to exercise, either alone or with others, the 
incidents of ownership. This would cause 
the proceeds to be includable in his estate. 
There is no reason, however, why the wife 
or children cannot be trustees or cotrustees 
if that is desired 

The trust can be utilized to effect an over- 
all tax saving in the estates of the insured 
and beneficiaries. It has been previously 
indicated that if the policies are assigned 
to a wife, for example, the unconsumed 
portion of such proceeds would be taxable 
in her estate on her subsequent death, and 
the consequences could be costly. In an 
insurance trust, life estates can be created, 
within the rule against perpetuities, for a 
number of beneficiaries whose interests will 
terminate at death so that there will be 
nothing taxable in their estates. This offers 
a means of passing on substantial property 
to succeeding generations without any estate 
tax incidence all along the line. 

Moreover, there would be no complicated 
gift tax problems to be 
once the transfer 
trust, even though several bene- 
ficiaries may be designated. Contrast this 
with the gift tax consequences which will 
result from an assignment of a policy to a 
child who, in turn, designates the mother 
as beneficiary. 


with 
made to the 


sets of 


concerned 


has been 


Of course, there will be trustee fees, 
whereas the insurance companies make no 
charges. Moreover, in the case of a widow, 
the tax-free $1,000 interest element will be 
forfeited. These considerations should be 
given their proper weight in a final deter 
mination of whether or not a trust 
be created 


should 


Eye Toward Future 


Clairvoyance in tax faculty 


The trial-and 
error approach to taxation has long been 


matters is a 
earnestly to be wished for 
a source of consternation to taxpayers and 
their counsel. This is not the first 
that the premium-payment test has 
done away with. On at least three prior 
occasions, the Treasury Department elimi 
nated this test only to shift back 
on the basis of experienc: 


time 
been 


to it again 
In the light of 
this history, what odds would a gambling 
man be justified in giving that the test will 
not once again reappear on the tax horizon? 
The committee reports hopefully calculated 
that the tax loss to the 


ing from this 
only $25 


government result 
would 


first 


change approximate 


million in the government 


(Continued on page 468) 
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Acq. and Non-acq. 


A Better Tax Plan 
Sir 


In the light of the 
tax problems 


current interest in 
generally, the type of pro- 
posal I am making might be very timely, 
at least as far as corporate 
cerned. As the head of a small 
(400 people), I feel qualified in 
ing the small-and-growing-business point of 
view, and if | 
a better tax 


World War II 


taxes are con- 
company 
present 


can contribute anything to 
than we had 
and after Korea, | 
consider that very worth while indeed 
After World War II we were so bled 


white of cash by the excess profits tax that 


during 
would 


formula 


it was just a flip of the coin as to whether 
or not we would survive during the first 
postwar years. In spite of the 
that a well-meaning Congress 
acts both times, the fact 
remained that if you had made profits, and 


couple of 
safeguards 
wrote into these 
lots of them, before the excess profits tax 
was in effect, you could go on doing the 
same thing after. Conversely, if you had no 
background of profits, or had made losses, 
it was insured that you would continue that 
way under the profits tax. I felt 
it was unfair, and also that normal corporate 
taxes do not make the provision for insuring 


excess 


the healthy growth of small new companies 
that our American free enterprise needs if 
it is going to continue to succeed. 


A good corporate tax plan should, in my 


opinion, satisfy the following points: 


(1) The corporate tax should be fair to 
big or small, old or companies. Or, 
let’s put it another way: The hardship 
should be equally shared 


new 


(2) Perhaps a corollary of number 1, the 


formula must allow small com- 
pany the means for normal growth out of 


profits. 


the new or 


(3) The formula should embrace the ele- 
ment of (This 
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important politically.) In other words, corpo- 
rations which earn a profit deserve some 
consideration over those which merely make 
a profit. 


It is to the end of satisfying these three 
conditions that I make the following pro- 
posed tax plan. Please note that this plan 
is not proposed with the idea of reduced 
corporate taxes. 
to more 
taxes, 


It is proposed with a view 
equitably distributing corporate 
In other words, from the Treasury’s 
point of view the “take” would be the same 


While the plan is basically simple, evalu- 
ation of its merits needs to be made against 
a background of present corporate tax 
practice plus some fundamental concepts of 
capital values and the place of profits in 
business. We have become-so accustomed 
to measuring capital in terms of dollars 
only, expressing profits in terms of 
sales, that any new approach had best be 
done with our outlook directed into a new, 
unobstructed direction. 


One spot stands out singularly 
in the excess profits tax laws set up during 
World War II and during the Korean emer- 
gency: Our legislators appreciate the fact 
that the capital structure of large corpora- 
tions must be protected—therefore, the ex- 
emption based on return on invested capital 


and 


bright 


This is a commendable principle, as far as 
it goes, and favors the heavily capitalized 
and generally older and larger corporations. 
Generally, the average past earnings base 
favors the old, well-established companies, 
also. The victims are the small, medium- 
size and new companies who almost in- 
variably are in the highest tax bracket. They 
are usually rapidly growing, cash hungry 
companies profiting from the work they do 
rather than the have. Also 
penalized are companies or whole indus- 
tries who through market, or competitive 
or financial reasons, made little or no profits 
during the base period. 


assets they 
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We will call the 
profit” tax plan. 
clearer, let us 


new plan the “labor- 
To make such a tax base 
first review some funda- 
mental elements of business and how profits 
are made. We have known throughout the 
ages before Adam Smith that “work makes 
wealth,” but he was probably the first to 
bring it into sharp focus. The fact 
is that every enterprise, of kind, 
operates and prospers by reason of the 
work the men in that enterprise perform. 
This includes the work of all persons from 
president to janitor’s assistant. Narrowing 
this statement down to the field of indus- 
trial corporations, most companies take raw 
or semifinished materials in some form, and 


basic 
every 


then sell them to some other manufacturer 
as their raw the case of 
finished goods, into distributive channels, In 
the normal course of 
made. 


material, or in 


events, a profit is 
important point—the 
profit was made because of work performed, 
or to use a more general term, labor. In 
other words, labor (in its broadest sense) 
makes wealth and, therefore, profits. It 
follows, then, that profits are func 
tion of (mostly labor), investments 
or any other single element of business, but 
are a function of total labor. In making 
this point, we do not argue for or against 
the labor theory of value as an economic 
principle, but we do make the point that a 
corporation makes profits by reason of the 
work that the people of that corporation 
perform—and from the standpoint of the 
labor-profit tax plan, that is 


Here is an 


not a 
sales 


important. 
The other basic point of this plan relates 
to capital. The plant, real estate, machinery 
and other investments required for produc- 
tion or service are the tools by which labor 
can produce earnings and profits. As eco- 
nomic classes, labor and capital can damn 
each other, in their immature way, but in 
actual fact, neither without the 
other, be it under capitalism, socialism or 
communism, Capital investments (whatever 


their source) provide the tools by means of 


can exist 


Labor |P 


| 
| 
— aodbvesnemaeiions 


Ore—free 


We will show later 
how capital is dependent upon profits for 
its origin and continued existence. For the 
present, it is sufficient to recognize the im- 
portance of capital and the need for its 
preservation under any fair tax system. 


which work is done. 


Profits and costs.—Before we present the 
case for a labor-profit tax base, we need 
to define and agree on some of the elements 
of business. We have become so accustomed 
to making this subject complicated that 
it may be difficult to make it simple. 


The fundamental premise under the labor- 
profit tax base is that since corporate profits 
and values (other than unearned speculative 
values) are the result of labor, it is then 
logical to reflect these values against the 
element that created them for tax purposes. 


The diagram below illustrates the way 
in which material used and produced by a 
manufacturer value through the 
application of and profits due to 
labor. For the sake of simplicity, the over- 
heads of investment 


omitted 


acquires 
labor 


and 
the 


cost operating 


supplies are from diagram. 


In the diagram we start at the point of 
natural resources in a typical manufactur- 
ing process, Good old Mother Earth charges 
nothing for the timber, 
the initial production. 
What dollar value these materials may have 


ore, water, etc., 


used in stage of 
at this point are speculative values that we 
will deal with later. The important point 
is that value in materials and things is built 
up principally by the labor and profits added 
to it in the successive steps of production. 
Since profits are a by-product of labor, we 
use “labor” as a base for tax exemption 
rather than an earnings base, which is a 
percentage ot! sales, or an investment base, 
which should be provided in any event, as 
we will attempt to show. 


If we can agree that values and profits 


are the products of labor, we can next 
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consider the part of investment capital in a 
corporate tax plan. 


Broadly speaking, the capital required to 
operate a corporation is created out of profits 
The profits may be paid in dividends and 
perhaps reinvested, or part of the profits 
may be used by the corporation for ex- 
pansion purposes. These are “earned” 
profits and provide the financial brick and 
mortar from which corporate structures 
are built 


At this point we should draw attention 
to another type of profits—namely, “un- 
earned” or speculative profits. Perhaps 
“psychological profits’ would be a better 
term since they are due chiefly to psycho- 
logical factors They result from selling 
goods at the maximum the market will bear 
They may result from bullish factors in the 
stock market, appreciation in real estate duce 
to nearby improvements, inflation and other 
causes, They are profits received that some 
one else pays for. This type of profits in 
flates values but does not create them. It 
is not the purpose of this letter to condemn 
such profits. However, it does seem they 
do not contribute to the common good in 
the same measure as “earned” profits, and 
therefore deserve to bear a heavier tax. 
The labor-profit tax plan effectively and 
simply accomplishes this result 


Another point of agreement necessary for 
the purposes of this tax plan is the defini- 
tion of capital in the corporate structure. 
We are accustomed to referring to “work 
ing” and “fixed” capital as though they 
were separate entities Actually, they are 
distinguished only by their frequency of 
turnover or need of replenishment. Work- 
ing capital is used quickly and may be 
replenished weekly or monthly in caring for 
payrolls, operating supplies, inventory, small 
tools, etc For tax purposes, they are 
considered as expense for the current year 
“Fixed” capital is for more permanent plant 
investments and is amortized over the 
period of years the investment will last 
In this tax plan, capital refers to all the 
capital put up by the stockholders to oper 
ate the corporation. In our free enterprise 
system we hold that these capital invest- 
ments are entitled to a fair return. The 
men, women, butchers, bakers and widows 
whose money is invested have a fair claim 
Our tax system should recognize this claim 


From the foregoing, two things stand 
out: (1) Labor creates real wealth and 
profits, and should provide a base for tax 


exemption (2) Capital investment is a 
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required tool of labor and should be pro- 
tected by a tax exemption, Under this 
reasoning, we can formulate a “labor-profit 
plus investment capital” tax plan, 


Referring to (1), we see that a corpora 
tion makes a profit on its labor. This is 
necessary in order to make, or attract, the 
capital required. Here again we must point 
out that by labor we mean all labor—execu- 
tive, shop, clerical, supervisory—required to 
run a business. The rate of return on labor 
which would be allowed as a tax exemption 
would, of course, depend on the total 
amount of corporate taxes that must be 
raised. For a normal peacetime economy, 
a 10 per cent return would seem about right 

As stated in (2), a provision is needed 
to protect capital investment. This also 
will be expressed as a tax exemption, the 
rate of which will depend on the total tax 
to be collected and a realistic evaluation of 
the return capital must earn in order to 
make healthy investment attractive. As a 
convenient figure in the example on the 
opposite page, we will use a 5 per cent 
return 

In this example, 10 per cent of labor (or 
more accurately, total payroll) and 5 per 
cent of capital investment are retained as 
exempt from tax. Net profits are figured 
in exactly the way we do under our present 
system. To illustrate, we will use actual 
figures from one large and one small cor- 
poration 

From the examples it appears that the 
smaller corporation is favored slightly under 
this plan, but lower exemptions could be 
allowed if greater revenue is required by 
the government 

The exact percentages employed under 
the above plan would need to be accurately 
determined by the tax experts of the Treas- 
ury Department. At first thought, it would 
seem simple to take the over-all profit, pay- 
roll and investments of all United States 
corporations and arrive at a general formula. 
All these figures are available, but the payroll 
deductions applying to corporations having 
taxable income will require some research 
since less than three fourths of United 
States corporations make a taxable profit 
in a normal year. In 1948, of 587,690 cor- 
porate tax returns for 1947, 205,152 had no 
tax to pay, according to Department of 
Internal Revenue figures 

Some important economists and business- 
men have favored us with their criticism 
of the labor-profit tax plan, and since they 
are representative, we will review them 
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here. We will also endeavor to answer’ proportion of our brain workers are pro- 
these criticisms, realizing all the time that fessional persons working individually or in 
there is not ever likely to be a perfect partnership, and therefore are not affected 
tax plan. by this tax plan. Where talented men are 

Arundel Cotter of the Wall Street Journal employed in a corporation, they profit more 
makes two points: (1) How can we achieve by adjusting their salaries (tax deductible) 
equity between companies that have large to adequate levels than by permitiing these 
amounts of capital and little labor and those amounts to accrue as doubly taxed dividends, 
who have high labor but little capital? (2) Mr 


Arthur Elder, economist and tax 
We cannot afford to ignore companies 


consultant for AFL, raises several good 
points which we will discuss in their order. 
do not employ much labor. Mr. Elder says: “Your proposal to allow 

Referring to point (1): We believe one’ credit on a portion of payroll and invest- 
of the merits of this tax plan is that it ment would guarantee profits to the cor- 
recognizes through tax relief the work con poration, but require the government to 
tribution a corporation makes to society. gamble on the amount of its revenue.” Of 
We will cover this point in more detail and course, no method of taxation guarantees 
by example under the advantages listed a profit, and one fourth of our corporations 
below. Regarding point (2): A very large normally do not make a profit even in 


whose profits depend on brains and who 


Large Corporation 
1948 1953 

Sales $4,500,000,000 | $10,000,000,000 

Profits before tax 700,000,000 | 1,700,000,000 

10% of payroll exemption. . $130,000,000 | $260,000,000 

5% of investment exemption 85,000,000 140,000,000 


Total proposed exemption $215,000,000 215,000,000 $400,000,000 400,000,000 





Proposed taxable income 485,000,000 | 1,300,000,000 
*Tax at 60% 291,000,000 780,000,000 


Net after proposed tax $ 194,000,000 | $ 520,000,000 
Total net including exemp- | 

tions 409,000,000 | $ 920,000,000 
Actual tax paid N 300,000,000 | (@ 52% + E $ 1,055,000,000 


Net after actual tax 400,000,000 | $ 645,000,000 


s 


Small Corporation 


Sales $2,000,000 $3,500,000 
Profits before tax 225,000 177,000 
10% of payroll exemption. . $70,000 $140,000 
% of investment exemption 20,000 30,000 


<4 


otal proposed exemption $90,000 90,000 $170,000 170,000 


Proposed taxable income 135,000 7,000 
*Tax at 60% 81,000 4,200 


Net after proposed tax $ 54,000 5 2,800 
Total net including exemp 


tions $ 144,000 $ 172,800 
Actual tax paid (@ 38%) $ 85,000 (@ 52% + E.P.) $ 87,300 


c 


Net after actual tax $ 140,000 $ 89,700 


*It would be necessary for the tax on the requires. On a pre-Korean basis, 
remaining profit to be higher than at present judge it would need to be 60 per cent 
in order to yield the income the government 


we would 
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good times (1947). They, therefore, would 
not pay any tax under the labor-profit plan. 
Mr. Elder’s point can best be met by ad- 
justing the rate formula to provide the 
revenue from corporations needed by the 
government. That is the way the total tax 
“take” is obtained now and could be under 
the proposed plan. Thus the labor-profit 
tax plan wiil provide as much revenue as 
any other plan; the purpose is not the con- 
trol of the tax amount, but rather a more 
equitable means of distributing the cor- 
porate tax load among the corporations of 
the country. 


Also, Mr. Elder fears that since revenue 
would decline with increased payroll and 
investment, federal policy would be to dis- 
courage wage increases and employment 
and investment in time of crisis. We be- 
lieve that our economic experience has been 
are highest 
in periods of high employment and invest- 
ment. In this we would be supported by 


that profits, and therefore taxes 


Keynes, whose “multiplier” concept meant 
that increases in national investment re- 
sulted in more than proportional increases 
in income In time of economic crisis, 
wages, employment and investment will 
decline anyhow if past experience is a 
criterion We hesitate to venture what 
federal policy will be in the next crisis, but 
we should assume the government would 
encourage private employment and invest 
ment rather than be burdened with leaf- 
raking make-work on the part of millions 
oOo! unemployed 


Finally, Mr. Elder believes the proposed 
tax plan will give corporations unfair tax 
advantages over proprietorships and part 
nerships, and will encourage incorporations 
with overcapitalized assets and padded pay 
rolls While the corporate form might 
seem desirable under the proposed plan, we 
question that the officers or directors would 
profit thereby in a small or medium-size com 
pan The maximum personal income is rea 
lized by the officers of a company when all the 
corporate profits are taken in salaries. This is 
the same condition they have as a proprietor 
ship or partnership. If corporate profits are 
taken as dividends, these amounts are twice 
taxed and result in less to the officers. No 
doubt some misrepresentation of assets and 
payroll would occur under labor-profits as 
under our present system Che Treasury 
Department seems to have very good men 


and means to cope with minority, however. 


Howard B. Myers of the Committee for 
Economic Development comments: “I think 
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that speculative profits, generally speaking, do 
perform a usefu! service. They tend to direct 
labor and capital to the production of goods 
most in demand and to divert them from the 
production of less needed items.” Mr. 
Myers has a good point—not obvious to a 
casual study of the labor-profit tax plan. 
The plan does penalize speculative profits 
and could discourage speculative ventures 
on the part of corporations. We believe 
the basic urge in speculation, or any risk 
venture, is the realization of a profit, which 
men will protect from taxes by every legal 
resource. What percentage of the total 
national initiative effort would be still-born 
by reason of the labor-profit tax is difficult 
to estimate. It probably would not be a 
major factor, however. 


Mr. Myers expresses the criticism most 
frequently made against the labor-profit 
tax plan: “Your proposal for exempting 
from tax differential rates of return on labor 
expenditures and invested capital would, I 
think, tend to discourage labor-saving in 


vestment. It would, therefore, tend to dis- 


courage the new inventions and innovations 
which have been responsible for much of 
the past gains in productivity.” As opera 
tors of a relatively small, typical manufac 
turing corporation, we feel on safe ground 
in contending we can prove this fear is 
groundless 


Primarily, any taxpaying corporation 
operates in order to make a profit. The use 
of labor-saving innovations tends to in 
crease that profit, since labor is an expense 
item True, under the above labor-profit 
example it makes 10 per cent profit on labor, 
but to realize it, it spends 90 per cent of 
pretax profit In other words, it must 
spend 90 cents to make 10 cents profit 
Hence, labor-saving methods are distinctly 
profitable. No matter what the tax system, 
or rate of tax, a corporation is better off 
making added profits than an equal amount 
of expense 


The only exception to the above which we 
can think of would be government cost 
plus war contracts. However, the possi 
bility and temptation to pad labor costs 
are great under the present tax system also, 


and the results would be the same. 


Mr. Charles R. Sligh, chairman of the 
Taxation Committee of the National Asso- 
ciation of Manufacturers, raises some 
important questions, as _ follows: “The 
where-with-all for business operations is 
capital. There may be just as much o1 
more risk attendant to the employment of 
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A good corporate tax plan should, in 
the writer's opinion, satisfy the 
following points: 

(1) The tax should be fair to big or 
small, old or new companies. 

(2) The formula must allow the new or 
small company the means for normal 
growth out of profits. 

(3) The formula should embrace the 
element of social justice. 


capital in a low labor cost industry as in 
1 high labor cost industry. As a matter of 
fact, when entrenchment becomes neces- 


sary because of market or 


ditions, in 


competitive con- 


many cases it might be 


easier 
o cut back on labor costs than to liquidate 
inventories of material and supplies.” This 
observation belief that this 


tax plan calls for a balanced relief provision 


confirms our 
from both capital and labor investment. In 


this way the common denominator in all 


businesses is given its fair emphasis 


Mr. Sligh believes the labor-profit tax 
plan may be difficult to administer, although 
e helieve ts ust the 


that 


simplicity will have 

Also, Mr. Sligh feels 
labor-cost 
will be penalized, and that the 
of labor 
We have already 
gard to labor 
to point out 


efttect 
companies 


opposite 


with low operations 
introduction 
Saving de vices will be discouraged 
given our views with re 
measures. We 
that it is 
just that high 


enjyoy 


Saving intend 
and 


labor-cost com 


later socially 


economically 
should advantage 
yver low employment corporations 


panies some tax 


Mr. Sligh also brings up a point no one 


“Another bad result 
encouragement provided to 


has mentioned 


might be the 


establishir integrated companies where 
other factors did not dictate this course. In 
the long run, that would mean fewer sup- 
pliers—the small business units which form 
such an important part of the American 
enterprise system.” Since this applies to 
manufacturing rather than service com 
panies, we will consider only the former 


It seems logical that companies would 
t to broaden the labor tax base under 
the labor-profit tax plan, and would tend 


become more self-sufficient, to the detri 
ment of their small suppliers. We do not 
? 


howe ver, tha 


it is likely to be 

an important trend, for several reasons 

In the first place, a corporation’s object is 
J 
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to make a profit, and saving taxes is only 
one of many factors contributing to that 
end Thus, tax savings do not 
portant to the 
curement or 


seem im- 
manufacturing, pro- 
engineering divisions of a 


sales, 


business Every large manufacturer has 
large numbers (often thousands) of small 
suppliers furnishing specialized know-how 
and products at the lowest possible cost. 


The 


only, the 


“big,” 


therefore, has, when he needs it 
resources of thousands of men and 


machines working for 


him on a part-time 


basis. It provides a flexibility to production 
and de livery that the “big” could not con- 
ceivably put under his own roof except at 


buy rom the 
most profitable 
The tax advantage would have 


great The “bigs” 
“smalls” because it is the 
thing to do 


to be 


cost. 


very great indeed, we believe, before 
it would disrupt the deep-rooted and com 
plex relationships of production and supply 
that are a part of the American free-enter 
prise system 


Mr. Sligh’s 


units are 


another 

that business 
The labor-profit plan 
advantage to the small and new 
them have much capital ; 
they must live and prosper by their labor 


There is phase of 


criticism small 
desirable. 
is a definite 


company Few of 


In the above, we have considered some of 
the reactions and disadvantages to a labor 
profit tax plan as expressed by men who 
have given much thought and study to the 


subject of taxes. We will now 


to be 


outline the 


factors we consider 


adv antages 


(1) It is simple to understand and apply 

(2) It utilizes as a tax base the common 
denominator of all corporate profits—labor 
The tax on profits is figured on the same 


base as the element wl 


ich produced them 
(3) It embodie S an 


that it 


element of social 
those companies 
who perform the most work and employ the 


most pe ople 


justice in flavors 


It pe nalizes enterprises which 


make profits without working for them 
(4) It is fair to all sizes and ages of 
companies. Perhaps it does favor the small 


companies, and perhaps that is a good thing 


hand, it 
companies, 


ior our economy On the other 


eems fair to the large and it 


hould be fai 1 cannot see the justice in 
penalizing a company because it has done 
uch a good job that its customers make it 
big In the great concrete aggregate with 


which our economy is built, we have the 


boulders, the smaller rocks 
in between, and the small, and the 
We have 
greatest strength with a just proportion 
ot every 


reat corporate 
filling 


small smalls, binding all together. 


+ 


‘ 
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(5) The labor-profit tax base automatical- 
ly adjusts an inequity in our tax system 
that is almost impossible to correct when 
profits are figured on the basis of sales 
value. I refer to profits realized by com- 
having widely different “labor to 
material” ratios in their cost of production. 
To illustrate, we will compare two com- 
panies, both having $10 million per year 
sales; both make $1 million profits; and 
both pay exactly the same tax under our 
present system; yet one has really made a 


panies 


hard-earned profit, while the other is a 
profiteer 
Company X 
Material and other costs $1,000,000 
Labor cost 8,000,000 
Profit 1,000,000 
This company realizes 12% per cent 
profit on labor 
Company } 
Material and other costs $8,000,000 
Labor cost 1,000,000 
Profit 1,000,000 


Chis company made 100 per cent on labor. 


The ratios used are rather extreme for 
purposes of illustration, but they exist in 
all degrees We 


agree that 


believe everyone will 
Company Y made too much 
profit, especially since Company X employed 
about eight times as many people and pro- 


vided production facilities for them. The 
complete picture must, of course, include 
the investment factor, but a labor-material 
ratio tax problem exists, to which the labor- 
profit tax plan seems to provide an answer. 

(6) The labor-profit tax plan discourages, 
through lower exemptions, enterprises mak- 
ing speculative and “unearned” profits, since 
such companies seldom employ much labor. 

(7) Last, and not least, I believe the 
plan has a contribution to make toward 
better industrial relations and understand- 
ing. I think back on days when, as union 
members, we imagined what tremendous 
profits “the boss” made and how little we 
made. We never knew what he made, but 
we were sure he made several dollars for 
each one he gave us. It is doubtful that 
even the most rabid radical would object 
to the boss making one dollar for each ten 
dollars he pays in wages. Under this plan 
he would know, or should be led to know, 
the true facts 

Because of the scope of the subject, only 
the broad principles and some of the im- 
portant details have been covered. We are 
convinced there is not, and probably never 
will be, a perfect tax plan, but we are 
equally convinced that our 
could stand a lot of improving. 


present one 


E. V. Sunpt 
Des PLAINES, ILLINOIS 


LIFE INSURANCE PLANNING UNDER THE NEW REVENUE CODE— 


Continued from page 461 


fiscal year This might well be true for 
the first year, since any assignments made 
immediately after the enactment of the 1954 
Code, in cases where the insured died the 
same year, would probably be nullified, tax- 
wise, as in contemplation of death. Sut 
what of the future? There is little question 
but that this change opens wide the door 
to tremendous tax avoidance with increas- 
ing revenue losses to the government in the 
years to come. May not another Congress 
of a different political complexion, besieged 
with problems of an unbalanced budget, 
once again revert to the premium-payment 
test? This is indeed a possibility. 

In the past when a shift back to the 
premium-payment test occurred, care was 
taken not to give it retroactive effect. Thus, 
only that proportion of the proceeds repre- 
sented by 


includable. 


premiums paid thereafter was 
In all likelihood, the same ap- 
proach would obtain if another change oc- 
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curs. This, at least, is some assurance that 


everything will not be for naught. 

From a long-range point of view, it would 
be prudent, wherever possible, for the as 
signees to pay the premiums with their own 
funds or to establish, at the time, independ- 
ent resources for the assignees so as to 
diminish the future risk of indirect payment 
of premiums 


Conclusion 


The immediate reaction to the changes in 
the 1954 Code was an enthusiastic rush 
toward assignments of policies to wives. 
Second thoughts were more sobering, and 
indicated the need for thoughtful consid- 
eration of how and to whom gifts of policies 
should be made. The new provisions are 
a mixed blessing. Their most effective use 
will depend on a skilled evaluation of the 
insured’s financial and family circumstances. 


[The End] 
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National Tax Association 


Proceedings of the I 


Conference on Taxation 


Annual 


Ronald 


yrty-seventh 


Edited by 


B. Welcl National Tax Association, Box 
1799, Sacramento 8, California. 1955. 474 
pages. $10.50 

This book covers the S« ptember, 1954 
meeting of the National Tax Association at 
Bretton Woods, New Hampshire. 


he papers are classified under the follow- 


ng topics: intergovernmental fiscal relations; 
federal tax policy in the twentieth century; 
economic outlook and the fiscal needs of the 
federal government; railroad tax problems; 
ncome tax fraud on the state level; New 
England tax problems; fiscal problems of 
state governments; the Internal Revenue 
Code ot 1954; truck taxes for highway pur- 
poses; manufacturers’ excise tax v. retail 
sles tax for federal revenue; placing em 
hasis on rates or exemptions in the reduc 
tion of individual income taxes; the property 


tax and its administration; federal fiscal 
horizons; a new look at tax dollars and tax 
sense; benefits achieved from the reorganiza 
tion of the Internal Revenue Service; and 
the Internal Revenue Code of 1954 and state 


income tax administration 


For You and Yours 


How Federal Taxes Affect Life Insurance 
md Annuities. Commerce Clearing House, 


Inc., 214 North Michigan Avenue, Chica 


or 
go 


1, Illinois. 1955. 64 pages. $1 per copy; 5 
copies, $4; 10 copies, $7; 25 copies, $15; 
50 copies, $26 


The 


personal and business needs which can be 
fulfilled through 


and annuities are 


Insurance today is a 


necessity 
the use of life insurance 


Family 
protection in the event of death, security for 


many and varied 


credit purposes, retirement benefits for em 


ployees and retirement of a partner’s or 


Books 


The relief accorded bv the section is lim- 


either bw a tax 


stockholder’s interest are but a few of the 


many uses tor insurance 


To obtain all the benefit from a life insur 
ance or annuity 
effect of federal taxes must be carefully 
considered. With the coming of the 1954 
Code, many old rules were changed and new 
rules were adopted It is 


purchase, however, the 


there 
fore, for all taxpayers to analyze their life 
insurance and annuity light 
of the new 1954 Code 


This booklet 


necessary, 


situations in the 


will aid in wnat analysis 
lt covers the general principles of federal 
income, estate and gift taxation with re 
spect to most life insurance and annuity 
problems. ‘The new actuarial tables to be 
used in annuity computations are repro 
duced. Special attention is given to busi 


life 


ness insuranc¢ the new 1954 Code 
rules for amounts received under employee 


accident and health plans 


and 


Western Tax Institute 


Fourth Annual University of Denver Tas 
Institute. College of Business Administra 
tion, University of Denver, 1445 Cleveland 


Place, Denver 


The Fourth 


2, Colorado. 1955, 156 pages 


Annual University of Denver 


Tax Institute took place October 6-8, 1954, 
and was sponsored by the College of Busi 
ness Administration and College of Law, 
University of Denver; Colorado Society of 


Certified Public 
Association; 


Accountants: Colorado Bar 


Denver Association 


and Bar 


Subject matter of the addresses presented 
at the institute the 
Code of 1954 
dural 


was Internal Revenue 


‘J he 


problems; tax 


papers covered proce 
accounting; items of 
income and exclusion; sales and exchanges 
personal and nonbusiness deductions; busi 
ness deductions; 


liquidations 


corporate distributions, 


and reorganizations; 


partner 
ships; life insurance and employees’ trusts; 
trust and decedent 


estate and gift tax problems. 


estate, 


income; and 
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What Gives with Section 1341? 


“The Claim of Right Doctrine: 1954 
Version,’ by Martin H. Webster. Tax 
Law Review, March, 1955. 


The author is a member of the Cali- 
fornia bar. 


The requirement that the claim of right 
income be reported in the year of receipt 
generally accords with sound definitions of 
gross income, Harshness results principally 
from the refusal in the name of the claim 
of right doctrine to penetrate the annual 
accounting barrier and to allow an adjust 
ment to the earlier year of receipt after the 
claim of right turns out in the later year to 
have been erroneously asserted 


Section 1341 is intended to constitute 
corrective legislation. The section aims its 
relief at allowing the taxpayer, who has 
received claim of right income, to pay as 
his tax for the year of readjustment the 
lesser of (1) the tax for the vear of read 
justment computed after deducting the re 
payment or (2) the tax for such year without 
the deduction less a credit for the lesser tax 
he would have paid in the year of receipt 
had he excluded the claim of right item 
from income in that earlier year. 


lo the extent that the section allows an 
election as to the year with respect to which 
the correction shall be made, it departs 
from the conceptually acceptable approach 
that the item, though correctly reported as 
income in the year of receipt, did not in 
fact, by reason of later developed facts, 
represent income in that year 


Section 1341(a)(1) states as its first and 
jurisdictional requisite that an item be in 
cluded im gross mcome because it “appeared 
that the taxpayer had an unrestricted right 
to such item.” The question immediately 
posed concerns the cortextual meaning ot 
the word “appeared.” In the event an item 
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[he decisions in Commissioner 72 Godley’s 
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is not included in income by a taxpayer on 
the premise that he does not have an “un 
restricted right” to such item, it appears the 
Commissioner could be in a position to sup 
port a deficiency assessment on the theory 
that his view of the facts supported the 
conclusion that “it appeared the taxpayer 
had an unrestricted right” to the item 


The first question raised by the languags 
of Section 1341(a) (2) is whether it is attempt- 
ing to declare that a deduction shall exist 
in each and every case where the absence 
of an unrestricted right to a previously 
reported item is established in a subsequent 
year. A deduction did not automatically lie 
under prior law in the year of readjustment 
but would be recognized only where it 
fitted into one of the established deduction 
sections. Unless Section 1341 was intended 
to create a new deduction arising solely out 
of the application of the section itself, a 
deduction would not be allowable under the 
1954 Code any more than one was allowablk 
by prior case law under the 1939 Code. 


It is abundantly clear that the provisions 
of Section 1341 do not apply in the event 
that an item is received in one year and 
repaid within the same year, The decision 
to limit the application of Section 1341 in 
this manner is unfortunate. In those cases 
where the receipt and repayment occurred 
in the same tax year, the state of the prior 
law was extremely confused, and this chaoti 
condition will carry over under the new Code 


Section 1341(a)(2) requires that the ab 
sence of an unrestricted right to an item 
of income be “established” after the clos« 
of the prior taxable year. The question 
immediately arises as to the meaning of the 
term “established.” Does the absence of an 
unrestricted right have to be “established” 
by court or administrative ruling, or will 
a voluntary rectification by the parties of a 
mistake of fact or law under which they 


operated at the time of payment suffice? 
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tendency 








The relief accorded by 
ited by 
the deduction is 


the section is lim 
(a)(3) to 
greater 


subsection where 
than $3,000. A 
hiatus has been preserved by statute for 
involving $3,000 or under. This 
taxpayers and their advisers 
to take into account the many uncertainties 
of the prior law 


1341 
and stock in trade items, and it 
that Section 462 should fill 
It is noteworthy that Section 
expressly limited to accrual 
Moreover, Section 462 requires 
an election in order that its benefits may be 
made available. Furthermore, 


cases 


the cases 


hiatus forces 


Section has created a vacuum as to 
inventory 
was intended 
that vacuum 
4162 is 


taxpayers. 


basis 


even as to 
taxpayer who makes an 
election, Section 462 would not cover deduc- 
tions attributable to taxable years ‘preceding 
the year of 


an accrual basis 


election, There will be some 


taxpayers—certainly the cash basis taxpayers 


who will be totally unassisted by either 
Section 1341 or any other section as to 
transactions involving inventory and other 
similar items 

Section 1341 has, itself, created many 
problems of construction which it would 


appear can be solved only through tortuous 


litigation or through corrective legislation 
It is hoped that the latter course will soon 
be adopted, in that the higher pur 
1341 was intended 
may be more adequately fulfilled. 


order 
poses for which Section 


Taxing Corporate Readjustments 


“The New Internal Revenue Code: 
Carry-Over and Carry-Back of Losses 
After Corporate Mergers—Dividends- 
in-Kind of Appreciated Property,"’ by 
Edmund C. Grainger, Jr. Georgetown 
Law Journal, January, 1955. 


The author is special assistant to the 
Attorney General, Tax Division, Depart- 
ment of Justice. His expressed views 
do not necessarily reflect the opinion 
of any governmental agency. 


Under the 1939 Code, doubts 
after the decision of the Supreme Court in 
New Colonial Ice v. Helvering, 292 U. S. 435 
(1934), as to the circumstances under which 
the carry-over and carry-back of corporate 


had arisen 


losses were permissible 


The 1954 Code seems to have worked 
considerable clarification. Section 381 pro 
vides that if a corporation acquires the 
assets of one or more other corporations, 
Articles 


now seems to be to hold that on 


mortgagee 1s 


either by a tax-free 
sidiary or by an 
for the stock or another cor 
poration or corporations in certain specified 
exchanges in 


liquidation of a sub 


exchange of its property 
securities of 
which no gain or loss is rec- 
ognized, the acquiring corporation shall absorb 
certain of the tax and accounting 
the acquired 


items ot 
corporation or corporations 
One of the items permitted to be carried 
over is the net operating loss carry-over of 
the acquired corporation or corporations, 
and one of the specified exchanges in which 
it is permitted is a statutory merger or 
Code 


a loss 


consolidation. Furthermore, the new 
forbids the carry-back ot 
incurred by the acquiring corporation afte 


acquisition, unless the exchange arises from 


clearly 


a “mere change in identity, form, o1 
of organization.” 

While the new 
with 
ot corporate 


place 


Code is explicit in many 
respects regard to the tax 


distributions, it 


treatment 


that 
the same uncertainty under the 
Code with respect to distributions of 
appreciated property as under the old Code. 
This is so because Section 301 of the new 
Code, dealing with corporate distributions, 
is derived from Section 115 of the old Code, 
and Section 316(a) of the new Code 
“dividends” in almost the same langauge as 
did Section 115(a) and (b) of the old Code 


appears 
prevails 
new 


defines 


rrue, Congress has linger 


distrib 
uting corporation realizes recognizable gain 


removed any 
ing doubt as to whether or not the 
on the distribution of appreciated property 
by enacting into law had 
rule of General 
Helvering, 296 U. S. 200 
namely, a corporation does not real 


what been 
erally thought to be the 
Utilities Company v 
(1935) 
ize gain by reason of a property distribution 
though the value of the property dis 
tributed may exceed its cost to the corpora 


gen 


even 


tion Likewise it is true that Congress has 


specified in the 


new Code that on a distri 


bution of property the earnings and profits 


of the distributing shall be re 


duced by the adjusted basis of the property 


The report of the House Ways and Means 
Committee that its 


corporation 


clearly indicates 


mem 
bers interpreted existing law to hold that 
there could be no dividend in an amount 
greater than available earnings and profits 


the holding of the 
decided by it 


Tax Court in the cases 


As the Senate committee report indicated, 
House was published 
to the Hirshon and Godley decisions, 
and the Section 312(a) was 
stated to intend no implication with respect 
to distributions under the 1939 Code 


however, the report 
prior 


enactment of 
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generally held to realize a 








The decisions in Commissioner v. Godley’s 
Estate, 213 F. (2d) 529 (CA-3, 1954), and 
Commissioner v. Hirshon Trust, 213 F. (2d) 
533 (CA-2, 1954), held that the distribution 
to shareholders of appreciated property whose 
adjusted cost is covered by earnings or 
profits results in income to them to the full 
extent of the fair market value of the prop 
erty distributed. With the denial of cer- 
tiorari by the Supreme Court in these two 
cases, it seems likely that the problem will 
continue to arise, for these decisions estab- 
lished a rule which seems inconsistent with 
the apparent legislative interpretation of 
nearly identical language in the 1954 Code 
On the other hand, it is not clear to what 
extent the legislative reports will be deemed 
to control the language of the new law. 
Thus, additional future litigation seems 
probable before the issue is finally decided. 


Mortgage Transaction Deductions 


“The Federal Income Tax Consequences 
of Transactions Relating to Mortgages 
on Land," by Lester R. Rusoff. Buffalo 
Law Review, Winter, 1955. 


The author is an associate professor of 
law, University of Toledo. 


Except where special facts were present, 
a mortgagee’s settlement of the debt or part 
of it for less than the face amount has 
been treated not as such a reduction but 
as a realization of taxable income. (See, 
for example, Commissioner v. Jacobson, 336 
U. S. 28 (1949); Helvering v. American 
Chicle Company, 291 U. S. 426 (1934).) 
That was the usual result where the mort- 
gagor repurchased its bonds at a discount. 
(Helvering v. A. L. Killian Company, 128 
F. (2d) 433 (CCA-8, 1942), affirming 44 
BTA 169 (1941); Hirsch v. Commissioner, 
115 F. (2d) 656 (CCA-7, 1940), reversing 
41 BTA 890 (1940).) That result could be 
avoided if the mortgagor could prove that 
he dealt with the mortgagee in terms of 
reduction of the purchase price, as where 
the value of the property had fallen and the 
debt was settled for an amount not less 
than the then value of the property. 

In effect, Congress appears to have adopted 
and extended the purchase-price doctrine. 
Under Sections 22(b)(9) and 113(b)(3) of 
the 1939 Code, a corporation which realized 
income through the discharge of indebted- 
ness evidenced by a security might elect to 
exclude that income and instead to reduce 
the basis of its assets. The 1954 Code has 
broadened that privilege. Under Sections 


108(a) and 1017, either a corporation or an 
individual has such an election—in the case 
of the individual if the indebtedness was 
incurred or assumed in connection with 
property used in his trade or business. Also, 
the debt need not have been evidenced by 
a security. The writer submits that Section 
108(a) should be interpreted to permit the 
election as to debts secured by previously 
acquired property. The ground for this 
position is that Section 108(a) does not 
clearly bar the election. 


The tax consequences of a transfer of the 
interest of the mortgagee are relatively easy 
to develop. If he sells his interest at a loss, 
he has a deduction under Section 165. If 
the mortgage and the debt constituted a 
capital asset in his hands, his treatment of 
the loss will be subject to the limitations 
of Sections 1211 and 1212. Similarly, any 
gain will be includable in gross income under 
Section 61, subject to the provisions relat 
ing to capital gains and losses. 


If the mortgagor does not transfer its 
interest, when paying the debt appears 
hopeless or unwise, but instead suffers fore 
closure, the sale is treated as a sale for the 
purpose of determining its tax liability 
More specifically, the transaction is a “sale 
or exchange” under Section 1222. (Helvering 


v. Hammel, 311 U.S. 504 (1941).) 


The mortgagee, too, may realize a de 
ductible loss on foreclosure. If the property 
is bid in for less than the amount of the 
debt and the excess is uncollectible, the 
mortgagee may treat the excess as a bad 
debt deductible under Section 166. 


A mortgagor may suffer only a capital 
loss, if any, on a foreclosure sale of the 
mortgaged property. Worse yet, he is held 
to realize the amount of the debt if he 
transfers the property to a third person for 
a small cash consideration subject to the 
mortgage. (Crane v. Commissioner, 331 U. S. 
1 (1947).) Can the mortgagor avoid those 
results by claiming a loss in the year when 
his equity becomes worthless, without any 
transfer, voluntary or involuntary? Such a 
loss would be ordinary for lack of the “sale 
or exchange” requisite for realization of a 
capital gain or loss under Section 1222. The 
mortgagor has a chance of success if he 
was not personally liable on the debt and 
can prove that his interest was worthless, 
and that he did abandon control over the 
land and its rents. 


Can the mortgagor achieve favorable tax 
results by voluntarily conveying the mort- 
gaged property to the mortgagee? The 
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now seems to be to hold that on 
such a transfer the mortgagor realizes the 
amount of the debt; hence, it is to the in- 
terest of the mortgagor to argue that the 
transaction was a sale or exchange and that 
he realized only a capital gain. 


tendency 


If the property is worth less than the mort- 
gagee’s basis for the obligation discharged, the 


order to facilitate the determination of gain 
or loss from a subsequent disposition of 
such stock or securities and other property 
received in the exchange? Answer: Keep 
these records permanently. 


How long should taxpayers who partici- 


pate in an exchange in connection with 
reorganization of an insolvent corporation 
keep records? See above question and 


answer. 


How long should persons making or re 
ceiving gifts of property transmitted after 
31, 1920, 
(concerning 


December preserve a record of 
property transmitted by 


gift after December 31, 1920) necessary to 


tacts 


determine the cost and, if pertinent, its fair 
market value as of March 1, 1913? Answer: 
Chere is no specified period for the reten 


tion of these records 


How long should taxpayers keep all other 
information (records) the 
verification and computation of income de 


rived 


necessary for 
from and taxes paid to foreign coun 
of the United States? 
There is no specified period for 


tries and possessions 
Inswer: 


the retention of these records 


How should 


companies keep permanent records (for the 


long regulated investment 
purpose of determining whether a corpora 
tion claiming to be a regulated investment 
holding 


company is a personal 


relative 


company ) 
to the actual 
owners of its stock contained in the written 


showing information 


statements required by the Internal Reve 
nue Service regulations to be demanded 
from the shareholders? Answer: Keep 


these as long as their contents may become 
material in the 
ternal revenue law 


administration of any in 


How long should taxpayers who partici- 
pate in an exchange or distribution made in 
the SEC keep 
records in substantial form showing the 
cost or other the property trans- 
ferred and the amount of stock or securi- 
ties and other property (including money) 
order to facilitate the 
mination of gain or loss from a subsequent 


obedience to an order of 


basis of 
deter- 


received, in 


Articles 


mortgagee is generally held to realize a 
deductible bad debt to the extent of the 
difference. There is some authority that the 
loss is not a bad debt but a loss. (Bowles 
Lunch, Inc. v. U. S., 33 F. Supp. 235 (Ct. Cls., 
1940).) Presumably the deduction of such 
a loss is subject to the limitations relating to 
capital losses. 
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disposition of such stock or securities and 
other property received on the exchange or 
distribution? Answer: Keep these records 
permanently. 

How long should executors of estates 
keep such complete and detailed records of 


the affairs of an estate as will enable the 
Commissioner to determine accurately the 
amount of the tax liability? Answer: There 


is no specified period for the retention of 
these records 

How long should persons required to col 
lect taxes on admissions or subject to tax 
on excess charges keep an accurate daily 
record includ 
ing free or complimentary tickets or admis- 
sions and reduced rate admission? Answer: 
Keep them for at least four years from the 
date the tax becomes due 


of admissions of all classes, 


How long should stock and bond brokers, 
dealers, correspondent brokers, floor brokers, 
etc and transfers 
(including date of 
transaction; names of all parties involved; 


number, names, description, value, etc., of 


‘ keep records of sales 


of stocks and bonds 


securities; and other related information) ? 
Answer: Keep these permanently. 

How long should persons, solicitors or 
brokers accepting, placing or soliciting for- 


eign insurance policies or other instruments 


keep records of each policy or other im 
strument subject to the tax imposed by 
Section 1804, as amended by the Revenue 


Act of 1941, taxing foreign insurance poli- 
cies? Answer 
for the 


There is no specified period 


retention of these records. 


How long should required to 
collect tax on safe deposit boxes keep ac- 


curate records and accounts of all transac- 


persons 


tions subject to tax on safe deposit boxes 
and evidence of the right to exemption on 
any such transaction in respect of which 
Answer: Keep these 
for four years from the date that tax is due. 


tax is not collected? 


How long should parties to transactions 
involving tax stamps keep instruments, 
memoranda, books or other documents to 
which documentary stamps have been affixed 
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and canceled in payment of stamp taxes; all 
certificates of exemption executed in lieu of 
the payment of stamp taxes; sales and 
transters of capital stock; sales and trans- 
fers of bonds; foreign insurance policies? 
Answer: Keep these for at least four years 
from the time of related transaction 


How long should manufacturers of arti- 
cles subject to excise tax (toilet prepara 
tions; automobiles, tires, inner tubes, auto 
radios, accessories and parts; radio receiv- 
ing sets, phonograph records and musical 
instruments; mechanical refrigerators and 
air conditioners; firearms, shells and car 
tridges; sporting goods; luggage; electric, 
gas and oil appliances; phonographic appa- 
ratus; business and store machines; electri 
light bulbs and tubes; electrical energy) 
keep sales records together with records 
of exportation of articles subject to excise 
tax on sales by the manufacturer Answer 
Keep these records for four years from the 
last day of the month following the sale 


How long should persons required to 
file a return and pay tax on sale at retail 
of an article (jewelry—pearls: precious, 
emiprecious and imitation; jewelry—metal 
precious and imitation; watches and clocks; 


flatware or hollow ware gold, gold plated, 


silver, sterling and silver plated; opera 
rlasse and lorgnett ; marine glasses ; furs; 
toilet preparations; luggage) keep accurate 
records, including duplicate copy oft each 
return and accounts of all transactions in 


volving sales of articles at retail? Answer: 
Keep these records ior a period ot at least 
four years from the date the tax became 
due, or in the case of tax-free sales at 
least four years from the last day of the 
month following the month in which the 
sal Was made 


How long should employers paying re 
muneration for services performed outside 
the United States, not subject to withhold 
ing for income tax payments, retain dupli- 
cate copies ot the statements of employees 
claiming benefit of Sections 116(a)(1) and 
116(a)(2) of the Internal Revenue Code? 
Inswe There is no specihed period for 
the retention of these records 


How long should persons liable to pay 
ment or collection of any tax imposed by 
provisions of Subchapter D, Chapter 9 of 
the Internal Revenue Code (1939) keep 
such records of payment or collection of 
income tax (employment) at source on 
wages as the Commissioner, with the ap 
proval of the Secretary, may prescribe as 
provided by Sections 2709 and 3603 of the 
Internal Revenue Code? Answer These 
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requirements are detailed in the respective 
regulations. 


How long should employees for whom 
income tax deductions are made on wages 
paid after January 1, 1954, keep records? 
Answer: It is advisable (not mandatory) 
to keep permanent, accurate records show- 
ing the name and address of employer, 
dates of service, employee information kept 
by employer and the receipts furnished. 
(Employees claiming refund, credit or abate 
ment are required to keep related records.) 


How long should persons (including em- 
ployees) claiming refund, credit or abate- 
ment of income tax on wages paid on or 
after January 1, 1954, or penalty or interest 
thereon keep a complete and detailed record 
with respect to such tax, penalty or in 
terest? Answer: Keep these records for at 
least four years after the date that the claim 
is filed 


How long should employers required to 
deduct and withhold income tax on wages 
paid on or after January 1, 1954, keep accu 
rate records of all remuneration paid to 
employees, showing name and address of 
employee, character and dates of service, 
total amount and date of remuneration 
payment and period of service, amount ot 
payment constituting wages subject to with 
holding and amount of tax withheld from 
each payment; withholding exemption cet 
tiicates; withholding agreements; copies 
of statements regarding residence outside 
the United States; accurate records of the 
details of each adjustment or settlement; 
and copies of any return, schedule, state 
ment or other document required to be kept 
by the regulations or by the instructions 
applicable to any form prescribed there 
under? Answer: Keep these records for 
at least four years from the date that tax 
comes due or date of payment, whichever 
is later. 


How long should taxpayers subject to 
income tax (except persons whose gross 
income consists solely of salary, wages o1 
similar compensation for personal services 
rendered, or whose gross income arises 
solely from growing and selling products 
of the soil) keep permanent books of ac 
counts or records, including inventories, as 
are sufficient to establish the amount of the 
gross income, deductions, credits and other 
matters required to be shown in any return 
under Chapter I of the Internal Revenue 
Code of 1939? Answer: So long as the 
contents thereof may become material to 
the administration of any internal revenue 
law they should be retained 
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Tax Reductions .. . 
How High Taxes? . . . 


Disallowed Loan Loss 


Canadian Tax Letter 





Individual Taxes Reduced 


Budget for 1955 grants two percentage 
points reduction in individual income 
tax rates. 


Although the budget the 
Minister of Finance granted a two percent- 


message ol! 


age reduction, the 1955 income tax reduction 
will but point 
because the new rates become effective July 
1, 1955, 


yeal 


amount to one percentage 


that is, the last half of the taxation 


Loss Through Guarantee of Loan 
Disallowed 


The taxpayer was not permitted to de- 
duct from his income the loss oc- 
casioned by the guarantee of a loan for 
another company. 


The taxpayer guaranteed bank advances 
to a manufacturing company with which he 
was associated. The manufacturing com- 


pany tailed to repay the loans and the guar 
antee cost the taxpayer over $8,000 


rhe 


a sal S Cf 


sole 


the 
ympany He 


taxpayer was proprietor ol 
deducted the 
income of the sales company the amount of 


the 


Irom 


guarantee he had been forced to pay 


This was disallowed 


that the 


taxpayer contended unsuccessfully 


amount was an outlay for the pur 


of earning income for his sales business 


1 
' 
because, in giving financial aid to the manu 


company, he maintained valuable 


connections with overseas manufacturers, 


and he made good commissions from these 


tor his sale Ss busine ss 


associations 


Che Appeal Board ruled that the loss was 
incurred on behalf of the manufacturing 
company, not on behalf of the selling com 
pany, 


of which he was sole proprietor. There 


Canadian Tax Letter 


operation. Under such circumstances, 


Pe oe a al _—eE—EE— - < o Ty 


across state lines or not 


were two separate entities involved.—No 
256 v. Minister of National Revenue, 55 DTC 
254. 


The Answer Depends 
on How the Question Is Asked 


If anyone asked us: “Are taxes too high?” 
we would answer, in chorus, “Yes!” think- 
ing primarily of our own personal situations. 
But from the 
matter, this is becoming a proposition re- 
study can 
and the response cannot be a sim 
ple negative or affirmative 

When J. Harvey Perry, director of the 
Tax Foundation, asked to 
answer this question recently, he rephrased 


aside personal feelings in 


quiring considerable before 


answer 


one 


Canadian was 
it: “Are taxes too high for the present and 
future needs of government?” While he 
was speaking of the Canadian Government, 
his reasoning can be applied to the question 
under 


any government. 


Mr. Perry said 
“The answer to this must be in the nega 
tive. The federal government is not taking 


more than it requires tor its tunctions, and 
indeed there is the possibility that for a year 
or two it may be taking something less than 
Ke W 


it needs provinces, despite the ap 


parent results of their annual accounting, 


have had a real surplus on budget account 
in the post-war period, and provincial debt, 


after declining sharply during the war, is 
now substantially higher that it has ever 
been. The pressure on our municipalities 


of course is chronic and well-advertised. 


“Furthermore I do not see that govern 
ments will be able to reduce their needs in 
the near future 

“No, I do not see that taxes are too high 
for what governments are trying to do, 


which is largely 


a matter of doing what we 


expect them to do.” 
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Meetings of Tax Men 


Tax Executives Institute, Inc.—The elev 
enth annual dinner meeting of the New 
York Chapter of the Tax Executives Insti- 
tute, Inc., took place on May 12 at the 
Waldorf Astoria Hotel, New York City. 
The guest of honor and principal speaker 
was United States Senator William F. 
Knowland of California 


Ohio State University.—The College of 
Commerce and Administration of Ohio State 
University conducted a two-day institute on 
accounting on May 19 and 20 
speakers at the first day’s 
Percival Flack Brundage, deputy director 
of the United States Bureau of the 
who had been elected to The Accounting 
Hall of Fame. The meetings on the second 
day were presided over by Harry J. Trainor, 


Assistant Commissioner of Internal Reve 
nue im Chars 


Among the 
sessions was 


Budget, 


ge of Inspections and president 


of the Federal Government Accountants 


Association 


National Society of Public Accountants. 
The society’s convention will be held in 
Detroit, August 22-26 


Tax Conventions 
with Italy, Japan and Belgium 


Income and estate tax treaties between 
the United States and the Italian Republic 
were signed on March 30 by Secretary of 
State John Foster Dulles and Italy’s min 
ister of foreign affairs, Gaetano Martino. 
The conventions, which will become effec 
tive upon the exchange of instruments of 
ratification, follow—in general—the pattern 
of tax treaties entered into by the United 
States with numerous other countries 


Upon being brought into force, the in- 
come tax convention will be effective as of 
January 1 of the year in which the exchange 
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more to levy a gross receipts tax of 1 per 


cent on all retail businesses and services 


June, 1955 © TAXES—The Tax Magazine 


| Taxes... 


Tax People... 
Things Taxed... 


of instruments takes place The estate tax 


convention will be applicable to estates or 


inheritances of persons dying on or after 


the date of the exchange 
Instruments of ratification of the income 
and the éstate and gift tax treaties between 
the United States and Japan were exchanged 
on April 1 Che income tax treaty is effec 
tive for taxable years beginning on or afte: 


January 1, 1955. The estate and gift tax 


treaty is effective for estates and inheritances 
of persons dying on or after the date 
ratification, and for 
that date 


ot 


gifts made on or after 


The estate tax convention with Belgium 
has been confirmed by the Senate 


State Tax News 


California.—Senate passed tax measures 
include A. B. 119, exempting 
heritance tax property 
than by will or laws of 


Irom in 
transferred other 
succession, to a 
value not exceeding one half of the clear 
market value of the community, and A. B 
2163, which provides that no part of a gift 
to an individual under 21 on the 
transfer shall be considered a gift of a 
future interest for tax purposes (1) if the 
property and income from it may be 


date of 


ex 
pended by, or for the benefit of, the donee 
before he becomes 21, (2) if to the extent 
not expended, it passes to him on his be 
coming 21, and (3) if, in the event that he 
dies before that time, it is payable to his 
estate or as he may appoint under 


an un 
limited power of appointment 


Where a taxpayer provides, for the benefit 
of its branches everywhere, centralized man 
agement, financing, shop and manufacturing 
facilities, research, engineering, advertising 
and some centralized purchasing, it is evi 
dent that each branch operation is depend 
ent upon, and contributes to, the entire 


or are entitled to receive, no pecuniary 
profit from the operations of the corpora- 
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Under 


operation such circumstances, 
apportionment the formula method 
required, rather than separate accounting 

Appeal of Halliburton Oil Well Cementing 
Company, California State Board of Equal- 
ization, April 20, 1955. 


by 1S 


Illinois.—Upon the enactment of pending 
H. B. 850, taxes declared illegal by the 
final decision of any court of 


competent 
The court 
would also order any tax collector author 


jurisdiction would be refundable 


ized or directed to receive any part of the 


illegal tax not to accept any further pay- 
ments. No claim for repayment would be 
allowed more than two years after the right 
to repayment arose 

In the event that S. B. 509 becomes law, 


the present retailer’s sales tax of 2 per cent 


of 98 per cent would be increased to 3 pet 


cent of 98 per cent for the period from 
July 1, 1955, through June 30, 1956 
S. B. 510 would impose a new tax upon 


the privilege of using in the state tangible 


personal property purchased at retail on and 
after August 1, 1955. Until July 1, 1956, 
the would be at the rate of 3 per cent 
of the selling price; after June 30, 1956, it 
would be at the rate of 2 per [ 
per cent of the selling price 
use tax would be 


tax 
cent oft 9S 
The cigarette 
abolished 


Indiana.—Releases, dated April 20, 1955, 
from the chief deputy director of the gross 


income tax division indicate 


Refund claims based on the renegotiation 
of government contracts must be filed with 
in three of the last tax payment for 
the which a refund is claimed. It 
is suggested that if 


years 
year for 


a taxpayer 1s anticipat 


ing renegotiation at a time too late to file 
a claim for refund for some one or more 
years, alter the renegotiation has been com 


pleted, that the 
a timely 


be advised to file 
refund of the largest 
which could be due him, with an 
explanation asking for 


taxpayer! 


claim fot 


amount 


a delay in action on 
the claim pending final renegotiation. (In 
formation to Personnel No, 55-1.) 


Receipts from the licensing or leasing of 


films from an out-of-state business situs 


to Indiana distributors are not taxable 


Leases or rentals from an Indiana situs or 


conducted 


through an Indiana office are 


taxable. (Information to Personnel No. 55-2.) 


lransactions in intangibles should not be 
treated as taxable if the sale is in interstate 
regard to whether any 


document evidencing the transaction moves 


Tax-Wise 


commerce, without 


Other tax 


the 


measures Of major importance 
,situr 2. eens. a a@ ~~euimemeasat seazlecsa 


lines 


No 


across State or 


3.) 


not. (Information to 


Personnel 


55. 


Kansas. 
that 


cigarette 


H. B. 360, Laws 1955, provides 


purchases of wholesale 


cigarettes by 
dealers shall be the 
manufacturers of cigarettes or from other 
Kansas licensed wholesale cigarette dealers 


All sold delivered by one 


wholesale cigarette dealer to another whole 


made from 


cigarettes or! 


sale cigarette dealer in Kansas must be 
stamped by the wholesale cigarette dealer 
making the sale or delivery. Purchase of 
cigarettes by retail dealers must be from 
Kansas lic ensed wholesale de alers All ciga 
rettes purchased by retail dealers shall, at 
the time of delivery to the retail dealer, 
bear evidence of the payment of the Kansas 
cigarette tax 

Maryland.—The governor has approved 


extensive income tax amendments which re 
vise certain personal exemptions and which 


require withholding from all employees 
working in the state 

New individual exemptions follow: (1) 
The exemption for a single person or for 


a married person not living with his spouse 
is reduced from $1,000 to $800; the exemp 
tion for a married person living with hus 
wife is reduced from $2,000 to 
$1,600, with couples entitled to but one such 
exemption. (2) The term “head of a family” 
has been deleted from the law; until now 
such persons were allowed the same exemp 
tion as were married persons. (3) The tax 
exemption for dependents is $800, increased 
from $600 


band or 


Beginning July 1, employers must with 
hold taxes from all Maryland employees, 
whether or not they live there 

Michigan.—A recent senate proposal (S. B 


1352) would authorize cities and villages to 


enact their own taxes on wages, salaries 
and other compensation, as well as net prof 


its, at rates up to 1 per cent 
H. B. 471 would new 1.5 


cents per gallon on all gasoline and petro 
leum gas, to provide 


levy a tax of 
additional funds 
highway-construction Motor vehi 
would be subject to a specific weight 
tax. The state or any county, incorporated 
village or 


tor 
purposes 
cles 


city would be authorized to issue 


bonds tor the cost 


meeting oft construction 


highways, to be paid off with the pro 
ceeds of the highway-construction fund. 
S B 


s. 1214 would provide only for the levy 
the 


o! 


of added gasoline tax 


New Mexico.—A new law authorizes 
municipalities with populations of 75,000 or 
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By the terms of H. B. 918, title 
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more to levy a gross receipts tax of 1 per 
cent on all retail businesses and services 
within their corporate limits. Taking im 
mediate advantage of this additional source 
of revenue, Albuquerque has enacted an 
ordinance which imposes this tax on the 
gross receipts of most retail businesses and 
services 


New York.—Personal income tax exemp 
tions recently passed by the legislature went 
down under Governor Harriman’s veto. The 
federal-type allowances provided for ex 
penses up to $600 for child care (A. B. 
1445); $500 for the elderly and the blind 
(A. B. 1446); and medical expenses exceed 
ing 3 per cent of net income, but limited to 
$2,500 in cases of joint returns or for heads 
of households and to $1,500 in all other cases 


Other actions included the governor’s veto 
of S. B. 2160, exempting from the utilities 
service tax omnibus corporations subject to 
Article 3-a of the public service law, and 
his approval of a penalty for failure by 
diesel fuel distributors to file reports (Ch. 
825), specific authority for cities to exempt 
from local taxation any omnibus corporation 
subject to the supervision of the state de- 
partment of public service (Ch. 843), and 
the same authority for villages (Ch. 844). 
He also approved A. B. 2887 and A. B 
2888, which will increase the gasoline tax 
by two cents a gallon and the diesel fuel 
tax by three cents if the voters approve a 
highway-building program this fall, and S. B 
2753, authorizing state-wide equalization 
studies 


Pursuant to its general policy of follow 
ing for state estate tax purposes substan 
tially the same rules as those set forth in 
federal law, a number of the estate tax 
changes effected by the new federa] Code 
have been adopted. The amendments apply 
to transters intended to take effect at death; 
the method of taxing annuities; the deduc- 
tion of expenses incurred in administering 
property not subject to claims; the deduc 
tion for previously taxed property; char 
itable transfers; and the extension of the 
marital deduction to property not held in 
trust and proportionate interests over which 
a SUrViVving spouse 1S given a power OI ap 
pointment. No corresponding credit was 
substituted for the repealed deduction for 
previously taxed property 


An educational institution organized ex 
clusively for educational purposes is entitled 
to an exemption trom property taxes only 


if its ofhcers, members or employees receive, 
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June, 


or are entitled to receive, no pecuniary 
proht from the operations of the corpora- 
tion, other than reasonable compensation 
for services. Therefore, the corporation is 
not entitled to an exemption if the president 
is a bondholder having the right to receive 
dividends payable out of earnings, if and 
when declared by the board of directors. 
Even if profits were never realized, the de 
termining factor is that the right to receive 
profits exists —Semple School for Girls v 
Boyland, New York Court of Appeals, April 
14, 1955 


Ohio.—The tax commissioner may now 
grant extensions of time not in excess of 90 
days to any company, firm, person, associa 
tion or partnership for the filing of any re 
ports required by law to be filed with him 
(H. B. 193, effective July 7, 1955). For 
merly he could grant such extensions only 
to corporations or to public utilities 


Pending S. B. 192 would require munici 
palities to apply a uniform rate to that in 
come which they are authorized to tax. A 
rate in excess of 1 per cent could not be 
levied without the approval of at least 55 
per cent of the voters. 


Withholding under the Cincinnati, Ohio 
wage tax regulations continues at the 1 per 
cent rate, but the due date for monthly 
withholding returns is now the twenty-fifth 
day of the month following that in which 
the taxes are withheld. Employers who 
have gross payrolls totaling less than $1,000 
a month may make payments quarterly, be- 
ginning June 25. Where there are fewer 
than four resident employees, the tax com- 
missioner may grant permission for individ- 
ual filing by the employees. 


H. B. 200 has extended, through the year 
1957, the additional tax of .65 of 1 per cent 
levied on gross receipts of electric-light, 
bridge, gas, water-works, telephone, union- 
depot, cooling, water-transportation and ex 
press companies. The additional tax of .15 
of 1 per cent levied on capital stock repre 
senting capital and property of sleeping-car, 
freight-line and equipment companies owned 
and used in Ohio is similarly extended 


Oregon.—The legislature adjourned on 
May 4 without agreeing on a sales tax 
law, thereby continuing Oregon’s policy of 
relying principally on income taxes \ 
measure before the governor which would 
add a 45 per cent surtax to the personal 
income tax and which would reduce per 
sonal exemptions from $600 to $500 is expected 
to be the principal source of additional 
revenue for the next biennium 
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Other tax measures of major importance 


approval 


cigarette 


awaiting the governor's 


include 
tax; the 
imposition of a 4 per cent corporation excis¢ 


1 


tax on utilities and the 


the three-cent-a-package 


denial of the excise 


tax exemption to rental corporations; an 
increase in the mrsurance company tax trom 
2 per cent to 24% per cent; and an increase 
in withholding from 1 per cent to 2 per cent 

All told, more than 50 proposed laws 


affecting taxation are before the governor 


for his signature 


There is a proposal for 


inheritance tax law 


Only a husband, a wife or a “dependent” 


(as defined by the 


Pennsylvania. 


drastic changes in the 


could inherit 
rate \ 
established 
mother, child, 


lawtul 


measure) 


taxable property at the 2 per cent 


would be 


father 


new oO per cent rate 


ri 
a nondependent 


desce 


born in 
child, child of a 
wite, or the wite or 


lineal ndant 
legall adopted 


husband oO! 


wedlock, 
former 


widow of 


the son of a person dying seized or pos 


sessed ot the 


nonde 


inherited 


1] 
il 


property; for a 
child 


Irom any 


pendent illegitimate inheriting 


mother or person of 


whom the mother is a lineal descendant, 
ind for the nondependent wife or widow 
of sucl a child; and tor a nondependent 
mother inheriting from an illegitimate child 
All others would still be taxed at 15 per 
cent otf the clear value of the property 


(H. B. 942.) 


By the terms of H. B. 918, title 
and trust 


insurance 
companies and every company 
organized as a bank and trust company or 
required to file the 
annual report concerning taxable shares of 
capital stock would until March 15 
to file the report. Payment of the tax would 
be due 30 days aiter the revenue depart 


ment mails a copy of the tax settlement to 


as a trust company 


have 


the taxpayet 


Wisconsin.—A company with plants in 
Wisconsin and lowa, but which handles 


all its 


, 
sales, advertising, 


purchasing, ac 
Wisconsin and 
shop and 


in Wisconsin, is a unitary 


counting and collections in 
| * 
t 


nas its only machine research 


laboratory busi 


ness, and its income must be. reported by 
use of the apportionment method 
71.07(5) authorizes the 
ation, in cases where 
method 


proper] 


section 


department of tax 
neither the separat 
accounting 


method 


nor the apportionment 


income to Wi 


make rule s and 


assigns 


consin, to regulations to 
determination; it 
authorize it to 


of method The 


failed to show that taxpayer's income 


overn sucl does not 


make an arbitrary choice 
department ot taxation 
could 
rtained with reasonable certainty 
by either the 
or the apportionment 


Company v. W 


not be asc: 
separate accounting method 


method The Celon 


msin Department of Taa 


City Tax Calendar... 


July 15—Arizona: Phoenix business privi 

lege tax reports and payment due. Colo 
Denver sales tax reports and payment 
due. Pennsylvania: Scranton 
withholding tax reports and 
due; Scranton employer 
reports and 


rado 


employer 
payment 
withholding tax 
payment for school 
income tax due; Scranton 
fourth installment due 
Seattle occupation tax reports and pay 
ment due; Tacoma occupation tax reports 
and payment due 
July 20 
use tax 


district 
income tax 
Washington 


Louisiana: New Orleans sales and 

reports and payment due 

Pittsburgh employ eT 
withholding reports and payment duc 

July 25—New New York City con 
duit company tax reports and payment 
due; New York City public utility excise 
tax reports and payment due 

July 30 Philadelphia income 


tax reports and payment on 


July 21 


Pennsylvania 


) ork 


Pennsylvania 


wages and 


Tax-Wise 


ation, Wisconsin Supreme Court, April 
1955 
salaries not withheld at source due 


Utah 


reports and payment due 


July 31—Kentucky: Louisville personal in 
come tax withholding 
duc Vissourt 
holding reports and payment duc 
Cincinnati income tax re] 
ment due; 


Provo merchant and retailer tax 


agents’ payment 
St. Louis employer with 
Ohio 
orts and pay 
Columbus employer withhold 
reports due; Dayton corporate 
md installment (estimated) 
due; Dayton employer: 
reports and pa 


ing tax 
income tax sec: 
withholding tax 
yinent, 1! $50 or mi 
Dayton personal 
installment 


re, duc 
income tax econd i 
Springfield 


vithholding tax eport and 


withhold 


(estimated) duc 4 
employes 
payment due; Toledo employe: 
ing tax 


town 


reports and payment due; Youngs- 
employer withholding tax reports 
Pennsylvania: Phila- 
delphia withholding tax reports and pay 


ment due 


and payment due 
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State Tax Calendar 


The State Tax Calendar includes the re- 
port and payment due dates of important 
taxes—franchise, income and property—for 
the next month. 


ARIZONA: July 1 


air line 


-Property reports from 
July 31—With 


and payments due. 
ARKANSAS: July 18 


stallment due 


COLORADO: July 15 


tax second 


companies due. 


holding returns 


Property tax in- 


(or porate 
installment due 


income 
Personal 
income tax second installment due. July 
31—KEmployers’ withholding 
returns 


income tax 
and payment due 
second installment due 


DELAWARE: July 1 
July 30 


stallment due 


Property tax 


Franchise tax due 
tax second in 


W ithh« 


Personal income 
July 31 


and payment due 


DISTRICT OF COLUMBIA: July 31 
Personal property return due (last day) 

FLORIDA: July 1 
and payment due 

ILLINOIS: July 3! 


(last day) 


INDIANA: July 1—Property tax reports 
and payment from navigation companies 
due. July 30- 
(last day) 


KENTUCKY: 


iding re 
ports 


Franchise tax reports 


Franchise tax due 


Corporation reports due 


July 15—Estimated per 
sonal income tax second installment dus 
July 31—Income tax withholding reports 
and payment due 


MARYLAND: July 15—Corporate income 


tax second installment due.—Personal in 


come tax second installment due. July 31 
Return and payment of withheld tax 
due 


MASSACHUSETTS: July 1- 
personal property taxes due 
MISSISSIPPI: July 15 
ports and payment due 
NEBRASKA: July 1—Occupational tax 


reports and payment from domestic cor 
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Real and 


Franchise tax re 


June, 
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porations due.—Personal property tax sec 
ond installment due. July 31—Occupational 
tax reports and payment from 
corporations due (last day). 
NEVADA: 


due. 


NEW MEXICO: July 15- 


come tax 


foreign 


July 1—( ‘orporation reports 


Corporate in- 
installment due.—Per- 
tax second installment due. 


NEW YORK: July 1—Village property 
tax due (last day). July 15—Personal 


reports and payment of 
installment of tax due 


NORTH CAROLINA: July 31- 


tax reports and payment due 


NORTH DAKOTA: July 1—Property re- 
ports from railroad companies due. July 
15—Corporate tax second install 
ment due.—Personal income tax 
installment due 


OHIO: July 15— 
OREGON: July 15 


second installment due.- 
tax second 


second 


sonal income 


income second 


Franchise 


income 


S¢ cond 


Franchise tax due 


-Excise (income) tax 
Personal income 


July 31 


Withholding tax reports and payment due 


TENNESSEE: July 1- 
reports and 
come) tax 


installment due. 


Corporation tax 
payment due.—Excise (in 
reports and payment due 


Franchise tax reports and payment due 
VERMONT: July 31- tax with 
holding reports and payment due. 


WASHINGTON: July 1 


ports 


Income 


License tax re- 
and payment from foreign 
mestic corporations due 


WEST VIRGINIA: July 1—License tax 
reports and payment from domestic cor- 


porations due 


WISCONSIN: July 10—Property tax first 
installment from railroad, telegraph, sleep 
ing car July 

nstall 


and do 


and express companies due 
31—Real property tax semiannual : 
ment due. 


WYOMING: July 1—License 


tax reports and payment due 


(franchise) 
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Federal Tax Calendar 


July 15— portation of persons; admissions, dues 


Due date ’y general extension, of re and initiation fees; gasoline, lubricating 


January oils and matches; sales by manutac 


turns |! 1 i year ended 


‘reign part turers, including sales of pistols and 


rporations which revolvers; ing of certain oils; 


f business sales by ailer; manufacture of 
mestic co! Sugar, transportati property; 


business diesel fuel 


return 


Depositary Receipt 


laxes), showing 
payment 

tax¢ a ) | nti quarter, 

turn may 


day 


ding companies duce m ’ tax under Cod ct 3111: 


To! preceding yt Form Q5, (Code and (3) income tax on wares held 
Section 6035 unde Code Section 3402 With re pect 


to such taxe 1o1 June the employer 
Due date for delivery to local director of 4 , 


may either include with his return 


internal revenue, by stamp depositaries 
: (Form 941) direct remittance 
of the United States, of requisitions for 
17 , district director or attach 
all stamps purchased during the pre 

i depositary 1 ipt for © amount 
ceding month, with statement showing ‘ 
validated by ; federal reserve bank 


The de posit ik 


In ample time ( that t vali 


on hand at beginning and end 


month and stamp 


Payment also due for pr: 


I June should be made 


sold during 


lated receipt wil received in time 


if stamps sold during SP Be 
ulations 71, Se Peace 
the return on 


companied by depositary 


fiduciary | timely 
tallment 


(Code 
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No MATTER what your interests, no 
matter what your responsibilities may be, 
if they concern taxation and business 
law, you will find them well served, effec- 
tively and continuingly, by one or more 


of the great family of CCH TOPICAL LAW 
REPORTS. 


® Hour after hour, and day after day, 
telegraph, telephone, teletype, and fast 
mail pour a steady stream of new laws, 
amendments, regulations, rulings, deci- 
sions, and the like, into the editorial 
offices of Commerce Clearing House. 


@ Hour by hour, day after day, this vital 
news, this important factual information, 
transformed into efficient working tools, is 
rushed into the hands of subscribers all 
over the country through pertinent issues 
of the more than one hundred fifty CCH 
Reports. 


@ Thus, Commerce Clearing House Topi- 
cal Law Reports, by consistently meeting 
specific business and professional needs 
everywhere, have established a recog- 
nized symbol. For everywhere now the 
initials ‘‘CCH"’ mean speed, dependability, 
and completeness. 


@ Write for details of reporting in your field. 
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